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Foreword 


Structural transformation—the movement of workers from lower-productivity to 
higher-productivity activities—has long been regarded as an essential feature of 
rapid and sustained growth but has been historically associated with rising in- 
come inequality. At the same time, inclusive growth is more likely with steady, 
or even falling, inequality, with the benefits of economic growth shared broadly, 
and especially with the poorest. In a nutshell, the ‘developer's dilemma’ is the po- 
tential trade-off between structural change and inclusive growth. How to manage 
this dilemma is a thorny question facing many developing countries pursuing eco- 
nomic development. In 2019, UNU-WIDER took up the challenge the dilemma 
presents by assembling a team of country experts to research the development 
challenges low-income and middle-income countries are facing with ‘new’ forms 
of structural transformation, including tertiarization and premature deindustrial- 
ization. By doing so, the book sets out a new research agenda that considers how 
inclusive growth and structural economic transformation are related in different 
country contexts. The genesis for the book was the rich discussions the four editors 
had in the workshops organized by the Economic and Social Research Council 
(ESRC) Research Network on Global Poverty and Inequality Dynamics in 2017 
and 2018, in which many of the book’s authors participated. 

In the past, UNU-WIDER has done considerable research on structural trans- 
formation, as well as on inequality. In this volume, the editors bring these two 
strands of research together to examine the structural transformation-inequality 
relationship. To focus more squarely on the problem, a central remit of the research 
team was to produce knowledge and policy alternatives to address the challenges 
of different varieties of structural transformation and its implications for inequal- 
ity and inclusive growth outcomes. And I believe the team has superbly fulfilled 
that remit, judging by the depth of studies and analyses within this book, each ac- 
companied with well-thought-out policy conclusions and suggestions on moving 
forward for development. 

I heartily thank the authors for sharing their research expertise with us on what 
is a hugely important and complex area. Also, I sincerely thank my fellow editors 
for exercising their sound analytical and editorial skills, so clearly evidenced in this 
important book in front of us. 

UNU-WIDER gratefully acknowledges the support and financial contribution 
to its research programme by the governments of Finland, Sweden, and the United 
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Kingdom. Without this vital funding, our research and policy advisory work would 
be impossible. 


Kunal Sen 
Director, UNU-WIDER 
Helsinki, March 2022 
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l 
The Developer’s Dilemma 


Armida Salsiah Alisjahbana, Kunal Sen, Andy Sumner, 
and Arief Anshory Yusuf 


1. Introduction 


The developers dilemma is this: developing countries are seeking economic 
development—that is, structural transformation (ST)—which is inclusive in the 
sense that it is broad-based and raises the income of all, especially the poor. Thus, 
inclusive economic growth requires steady, or even falling, income inequality if 
it is to maximize the growth of incomes at the lower end of the distribution. Yet, 
this is at odds with the Kuznets (1955) hypothesis that economic development 
tends to put upward pressure on income inequality, at least initially and in the ab- 
sence of countervailing policies. Our book explores this developers dilemma or 
‘Kuznetsian tension between ST and income inequality. 

The core questions of our book are: (i) What are the types or ‘varieties’ of ST that 
have been experienced in developing countries? (ii) What inequality dynamics are 
associated with each variety of ST? (iii) Lastly, what policies have been utilized 
to manage trade-offs between ST, income inequality, and inclusive growth? We 
answer these questions using a comparative case-study approach, contrasting nine 
developing countries, while employing a common analytical framework and a set 
of common data sets across the case studies. The intended intellectual contribution 
of the book is thus, first, to provide a comparative analysis of the relationship be- 
tween ST, income inequality, and inclusive growth; second, to do so empirically at 
a regional and national level; third, to draw conclusions from the cases on the va- 
rieties of ST, their inequality dynamics, and the policies that have been employed 
to mediate the developer’s dilemma. 

This introductory chapter is structured as follows: Section 2 defines ST and 
inclusive growth. Section 3 discusses Kuznets seminal work and our approach. 
Section 4 outlines our methodology and limitations. Finally, section 5 presents 
the book’s structure. 


Armida Salsiah Alisjahbana et al., The Developer's Dilemma. In: The Developer's Dilemma. 
Edited by Armida Salsiah Alisjahbana, Kunal Sen, Andy Sumner, and Arief Anshory Yusuf, Oxford University Press. 
© UNU-WIDER (2022). DOI: 10.1093/0s0/9780192855299.003.0001 


2 THE DEVELOPER'S DILEMMA 
2. Defining structural transformation and inclusive growth 


Structural transformation refers to a shift of economic activity from a less to a more 
productive sector, which spurs economic development in the Classical School of 
economic theory (of Lewis 1954, 1972, 1979; Kaldor 1957, 1967, as well as pioneers 
of sectoral-based analysis in development economics such as Chenery 1960, 1975, 
1979; Hirschman 1958; and Myrdal 1957a, 1957b, 1968). Compared to inclusive 
growth, ST in the sense we use the concept has received limited attention recently, 
with the exception of McMillan et al. (2016) and Pritchett et al. (2017), although 
the latter focuses more so on the political economy of economic development. In 
this book, ST refers solely to inter-sectoral transitions towards higher-productivity 
activities. 

One reason for this disregard is that the neoclassical growth model (devel- 
oped by Solow 1956) considers incentives for saving, physical and human capital 
accumulation, and innovation as drivers of growth rather than sectoral reallo- 
cation of economic activity, as the Classical School does. Consequently, while 
neoclassical economics acknowledges the significance of increasing productivity, 
it typically employs a one-sector model of economic growth, which does not exam- 
ine between-sector movements or ST. This indifference to sectors stems from the 
conviction that an equilibrating process of marginal returns results in an optimal 
distribution of production factors, at least in the medium-to-long run. According 
to neoclassical economics, growth in poorer countries will be more rapid than in 
richer ones, and economies with access to the same technology will reach similar 
levels of income (see Sutirtha et al. 2016 for discussion). 

In contrast, the Classical School perceives the development of specific sectors 
and activities—manufacturing, in particular—to be crucial for economic growth. 
This is based on the conviction that in fact a disequilibrium and a subsequent sub- 
optimal allocation of production factors across sectors may exist in the long term, 
which hampers economic development. 

This book also pays attention to ‘inclusive growth. Inclusive growth in devel- 
oping countries has been much discussed in terms of who benefits from growth 
and by how much and why. The area of enquiry has evolved through a set of 
precursors in the early 1970s (see, for instance, Adelman and Morris 1973; Ch- 
enery et al. 1974) and was reframed several times during the following decades 
into ‘growth with equity’ (see, for instance, Fei et al. 1979; Jomo 2006; World 
Bank 1993), ‘pro-poor growth’ (see, e.g. Besley and Cord 2006; Grimm et al. 2007; 
Shorrocks and van der Hoeven 2004), and ‘inclusive growth’ (see Ali and Zhang 
2007; Klasen 2010; McKinley 2010; Rauniyar and Kanbur 2010). The latter devel- 
oped into the umbrella term for discussions on the beneficiaries of growth.’ In this 


* While being related, these terms describe slightly different concepts. For instance, ‘growth with 
equity’ generally refers to growth accompanied by steady or decreasing inequality (and is associated 
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book, inclusive growth refers to economic growth which entails steady or falling 
income inequality and/or falling income poverty. 


3. Our approach: Kuznets revisited 


Our book’s approach draws on Kuznets (1955) influential paper on the link be- 
tween economic development, ST, and income inequality. Kuznets predominantly 
examined labour and its transition from rural to urban ‘sectors. His work thus 
resembles the dualism of Arthur Lewis, since both scholars made use of a dual 
economy heuristic. Lewis investigated the shift of labour from the ‘traditional 
to the ‘modern’ sector, whereas Kuznets studied the significance of rural-urban 
movements of labour for economic development. Kuznets argued that the tran- 
sition in employment would cause income inequality to initially increase and to 
later decrease. Thus, inequality would follow an inverted-U-shaped curve during 
economic development, referred to since as the Kuznets curve. 

Kuznets thesis that inequality would rise first and then decline has been con- 
tested. However, it is crucial to acknowledge that his inferences were highly 
tentative, as he noted himself due to data limitations at the time. His theory that 
inequality increased was deduced from time-series data for the UK, the United 
States, and East as well as West Germany, and point estimates of inequality for 
Ceylon, India, and Puerto Rico. Less often recalled is that he inferred the hy- 
pothesized fall in inequality from an abstract arithmetic model rather than from 
data. Notwithstanding the paper’s numerous caveats, Kuznets work is frequently 
reduced solely to the (in)famous curve. This is a shame given the richness of the 
paper beyond the inverted-U curve itself. 

Kuznets argued that overall income inequality is driven by differences in income 
between the urban and rural sector as well as within each sector. He maintained that 
inequality could increase or decrease simply due to the inter-sectoral movement 
of labour: 


[E]ven if the differential in per capita income between the two sectors remains 
constant and the intra-sector distributions are identical for the two sectors, the 
mere shift in the proportions of numbers produces slight but significant changes 
in the distribution for the country as a whole. 

(1955: 14-15) 


with World Bank 1993). In contrast, absolute ‘pro-poor growth is characterized by a decreasing poverty 
headcount (or by the incomes of the poor rising above a given poverty line or fractile line), relative 
pro-poor growth in turn by a decreasing poverty headcount plus declining inequality of outcome (see 
discussions in Bourguignon 2003: 3-26; Kakwani and Pernia 2000; Ravallion 2004). Finally, ‘inclusive 
growth describes a fall in monetary and non-monetary poverty. This might require the inclusion of the 
poor—or a greater societal faction as well as the poor—in growth processes by creating employment 
and enhancing capabilities (through improved access to public goods such as health care or education; 
see Sen 2014 for discussion) to decrease poverty and potentially also inequality of opportunity and/or 
outcomes. 


4 THE DEVELOPER'S DILEMMA 


Two sub-processes of ST—that is, labour leaving the rural sector—are responsible 
for rising inequality: (i) people moving from a sector with lower to one with higher 
mean income; and (ii) individuals transitioning from a sector characterized by 
low variance in income to one where the variance is higher. If both sub-processes 
follow the same trend, that is, if the sector that is left has both a low mean in- 
come and a low variance while the sector that is transitioned to is characterized 
by a higher mean income as well as a high variance, inequality will rise during 
ST. Kuznets argued that the urban sector, which tends to be more unequal and 
with higher wages, typically grows during economic development; thus, inequal- 
ity would increase during economic growth. In contrast, if labour is moving froma 
sector characterized by low mean income but higher within-sector inequality to a 
sector where the mean income is higher but inequality lower, then it is less certain 
whether inequality will rise. 

Anand and Kanbur (1993a), provide a diagrammatic exposition of the Kuznets 
process to make clear the contribution of between-sector (or group) inequality 
and within-sector (or group) inequality to overall inequality.” Let I be the overall 
measure of inequality in a given country and x the share of workers in the urban 
sector. Let the working population of the country be normalized to one. Define 
between-sector (or group) inequality as the inequality in the income distribution 
when the fraction x of the working population receives income u; and the remain- 
ing fraction, 1-x, receives income u, (where between-group inequality is defined as 
the value of the inequality measure when everyone in the sector receives the mean 
income of the sector). Following Kuznets, we can assume that the mean income of 
the urban sector is higher than that of the rural sector, that is, u; > up. 

It is clear from this that between-group inequality must be zero at both x = 0 and 
x = 1; that is, when all workers are either in the rural sector or in the urban sector, 
there can be no between-group inequality. However, in the range where x is higher 
than zero but less than one, inequality will first rise with increasing x, then fall (as 
captured in Figure 1.1). This is because when x is small, there are more workers in 
the low-income sector (in our example, rural) than in the high-income sector, so 
between-sector income differences are significant. However, once a larger propor- 
tion of labourers work in the high-income sector, between-group inequality starts 
falling until it reaches zero, when all workers are in the high-income sector. 

If we consider the behaviour of within-group inequality and define within- 
group inequality as the difference between overall inequality and between-group 
inequality, its movement with increasing x will depend on the assumptions re- 
garding within-group inequality in the urban sector versus the rural sector. If one 


> This exposition depends on the assumption that the inequality measure we are considering is de- 
composable. Among the inequality measures available in literature, the variance of log income and the 
mean log deviation (which is Theil’s second index) have such decomposition properties; see Robinson 
(1976) and Kanbur (2017). 
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Fig. 1.1 The Kuznets process 
Source: based on Anand and Kanbur (1993a). 


assumes that there is higher within-group inequality in the urban sector than in 
the rural sector (as seems to be implied by Kuznets), then the within-group in- 
equality component of overall inequality will strictly rise as x increases—that is, 
within-group inequality will increase with ST (as shown in Figure 1.1). 

The combination of the behaviour of between-group inequality and within- 
group inequality may lead to the well-known inverted-U-shaped relationship 
between ST and inequality—in Figure 1.1, as x increases, there is an unambiguous 
increase in inequality. However, once a certain x is reached and the between- 
group component dominates the within-group component, inequality will start 
declining. 

The curve’s exact shape and the point when inequality starts to fall are contingent 
upon context-specific aspects. For instance, Kanbur and Zhuang (2013) illustrate 
that the rates of urbanization as well as the levels of between-sector and within- 
sector inequality differ considerably across countries. They show that these initial 
levels of between-sector and within-sector inequality in turn influence the extent 
of the effect that urbanization has on inequality. 

Kuznets argued that inequality increases at first because growth will initially 
benefit those who are better off due to capital ownership and/or higher education 
levels. He argued that inequality would fall after a point due to increasing real 
wages in the urban sector, as a consequence of the growing number of workers 
leaving the rural sector. Thus, to counterbalance the dynamic of initially increas- 
ing inequality, Kuznets suggested that the answer was to increase the income share 
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of those at the lower end of the distribution in the urban sector. Moreover, he 
assumed that in democracies, the political power of urban labour would grow, 
enabling them to collectively request wage increases, which would then result in 
legislation supporting a redistribution of income. Consequently, political forces 
are crucial to flattening inequality, which is why with progressing development, in- 
equality would decrease. Some criticize Kuznets for not considering the significant 
effect of policy on inequality. 

Kanbur (2017) flags this critique as unreasonable, since Kuznets (1955: 
8-9, 16-17) discusses the option to use policy to counteract increasing 
inequality: 


One group of factors counteracting the cumulative effect of concentration of sav- 
ings upon upper-income shares is legislative interference and ‘political’ decisions. 
These may be aimed at limiting the capital accumulation of property directly 
through inheritance taxes and other explicit capital levies. They may produce sim- 
ilar effects indirectly, ... All these interventions, even when not directly aimed at 
limiting the effects of capital accumulation of past savings in the hands of the few, 
do reflect the view of society on the long-term utility of wide income inequalities. 


Cross-country empirical evidence for the Kuznets curve has evolved over time 
as new data sets have become available and approaches to testing the thesis have 
changed. While a few studies in the 1970s supported the theory (Ahluwalia 1976a, 
1976b; Ahluwalia et al. 1979), others from the 1980s and 1990s challenged it 
(Anand and Kanbur 1984, 1993a, 1993b). Deininger and Squire (1998) in turn 
questioned its universal validity, noting an inverted U in some, but not in other, 
countries. Thus, at present, the prevalent opinion suggests that there is no uni- 
versal trajectory of inequality during economic development (also owing to the 
intervention of some governments, which is challenging to isolate in inequality 
data). Further, most studies have considered growth and inequality rather than 
ST and inequality. One recent exception is Baymul and Sen (2020), who conclude 
that a shift of labour to the manufacturing sector has equalized incomes no mat- 
ter the country’s level of ST. Labour moving into the services sector in turn has 
an unequalizing effect in structurally developing countries (i.e. countries where 
agriculture is the predominant sector by employment) but acts as equalizing in 
structurally developed countries (i.e. countries where manufacturing employment 
exceeds agricultural employment). 

In this book, we go further and empirically identify a set of different vari- 
eties of ST developing these from Kim and Sumner (2019). These are based 
on the direction of movement of the shares of manufacturing employment and 
manufacturing value added. These stylized pathways of ST are: ‘primary in- 
dustrialization, ‘upgrading industrialization, ‘advanced industrialization; ‘stalled 
industrialization, and ‘secular deindustrializatio (see Figure 1.2). 
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Fig. 1.2 Varieties of structural transformation 


Source: developed from Kim and Sumner (2019). 


Primary industrialization is characterized by a decreasing share of manufactur- 
ing value added but rising manufacturing employment (suggesting a decline in 
manufacturing productivity). During upgrading industrialization, both the value- 
added and employment shares of manufacturing are rising. Advanced industri- 
alization proceeds contrary to primary industrialization, with the manufacturing 
value-added share growing while the employment share is falling (thus, produc- 
tivity is increasing). Stalled industrialization is characterized by stagnating shares 
in both manufacturing value added and employment, while in the case of secular 
deindustrialization, both value-added and employment shares are declining. 

Due to its focus on manufacturing, this typology is unsuitable to describe the 
development of very poor countries that are highly dependent on aid and remain 
predominantly agrarian or of developing economies with a significant mining sec- 
tor. Furthermore, it is possible, and at times advantageous, that countries switch 
between the varieties of ST. 

Subsequently, potential interactions of inequality trajectories and different 
forms of economic development can be investigated. Figure 1.3 illustrates our 
approach. The vertical axis of Figure 1.3 illustrates whether income inequality 
is rising or remains constant/is falling, while the horizontal axis depicts whether 
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Growth-enhancing structural 
transformation 
Weak Strong 
Income Increasing Weak/‘adverse’ Strong 
inequality 
Stable or declining Ambiguous Weak/‘benign’ 


Fig. 1.3 Typology of the Kuznetsian tension: income inequality trends versus 
growth-enhancing structural transformation 


Note: Strong growth-enhancing ST is defined as more than 2 per cent gross domestic product 
(GDP) growth (using data from World Development Indicators, World Bank n.d.-b) and 
authors used other criteria, such as changes in value-added and employment shares in 
manufacturing, along with GDP growth. 

Source: authors’ compilation. 


growth-enhancing ST is weak or strong. This yields four combinations of ST and 
inequality: (i) weak/‘adverse’ Kuznetian tension, characterized by rising inequality 
and weak growth-enhancing ST (see top-left cell in Figure 1.3); (ii) ambigu- 
ous Kuznetian tension with constant or falling inequality accompanied by weak 
growth-enhancing ST (see bottom-left cell); (iii) strong Kuznetian tension, where 
inequality is rising and strong growth-enhancing ST (see top-right cell); and 
(iv) finally, weak/‘benigr Kuznetian tension, defined by constant or falling in- 
equality with strong growth-enhancing ST (see bottom-right cell). Given that the 
interaction of inequality and ST varies according to time and context, countries 
can switch between these types over time. 


4, The methodology and limitations of the book 


This book is based on a set of comparative case studies which are bound to- 
gether by the use of a common framework and common data sets. The book 
assembles a highly international set of scholars from around the world. When 
choosing the country cases, we sought to cover each of the developing regions in 
the world, to utilize the contributing scholars’ country expertise, and addition- 
ally mix lower-middle-income and upper-middle-income developing countries 
(LMICs and UMICs, respectively) in order to consider countries which have expe- 
rienced substantial ST. Of our nine cases, from East Asia, we consider Indonesia 
(a recent UMIC), China (UMIC), and Thailand (UMIC). In South Asia, we analyse 
India (an LMIC for some time) and Bangladesh (a recent LMIC). In sub-Saharan 
Africa, we focus on Ghana (a recent LMIC) and South Africa (a long-standing 
UMIC). Finally, in Latin America, we consider Brazil (a long-standing UMIC) and 
Chile (a country moving from UMIC recently to become a high-income country). 
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Clearly, as with any comparative case-study approach, there are limitations. 
Given practical constraints, we cannot cover all countries. Furthermore, matters 
change over time and the future may not be as the past. In order to broaden the cov- 
erage of this book, the survey chapter analyses the regions from which we chose 
cases. Without a doubt, there are other developing countries that would be in- 
teresting to look at in future work, such as Vietnam, Argentina, and Mauritius, 
to name just three. Furthermore, we do not cover the former Soviet Union and 
Eastern Europe, nor commodity-driven countries (some of our cases do have 
substantial commodities but their development has been via ST, at least histor- 
ically). The former set of ‘transition economies’ has such a distinct shared history 
that it makes comparisons to other developing countries particularly challenging. 
And the latter, commodity-driven economies are not the focus of our study (for 
discussion, see Addison et al. 2018). 

We also neither cover intra-sectoral ST nor the drivers of ST. Why not? Recent 
literature has highlighted the importance of within-sector productivity increases, 
which may occur in a period of economic change as less efficient firms exit 
the industry and more efficient firms increase in size (see World Bank 2013). 
This literature suggests that intra-sectoral movement of labour and capital may 
be the primary driver of productivity increases related to ST, especially in dual 
economies, where unproductive informal firms and more productive formal firms 
exist side by side in the same industry. While we acknowledge the importance of 
intra-sectoral reallocation of labour in driving overall productivity growth in de- 
veloping countries, the foci of this book are ST in the Classical School sense, which 
is productivity-enhancing, inter-sectoral movement of labour and capital, and the 
relationship between ST and inequality dynamics. 

The literature on the drivers of ST is vast and several notable contributions 
in mainstream economics have recently analysed the drivers of ST (Ngai and 
Pissarides 2007; Duarte and Restuccia 2010; and Herrendorf et al. 2014). Two 
classes of models have been developed: the first set of models assumes the drivers 
to be technological in nature and attributes ST to different rates of sectoral total- 
factor productivity growth. The second class of models prefers a utility-based 
explanation, where the movement of labour from the traditional sector (typically 
agriculture) to the modern sector (typically manufacturing) is caused by greater 
income elasticity of the latter via the so-called Engel effects (see Clark (1940) 
for an earlier exposition). While productivity growth and demand-side factors 
can be seen as proximate causes of ST, the fundamental determinants of ST are 
seen as related to economic globalization and technological change (see Rodrik 
2016). In this book, we are less concerned with the drivers, whether proximate or 
fundamental, of ST, but rather we are interested in the consequences of ST and the 
implications for inequality and inclusive growth. 

In our case studies, we make use of the same data sets across the book (with 
the exception of Bangladesh), namely the Groningen Growth and Development 
Centre (GGDC) 10-Sector Database (see, for discussion, Timmer et al. 2015). The 


10 THE DEVELOPER'S DILEMMA 


GGDC 10-Sector Database allows for analysis of changes in employment, produc- 
tivity, and value added at a sectoral level in developing countries since the 1960s. 
This is supplemented with data from national sources if national data matches 
the GGDC 10-Sector Database. Data on inclusive growth is drawn from the 
World Bank’s PovcalNet online analysis tool (World Bank 2019) and a standard- 
ized version of the United Nations University-World Institute for Development 
Economics Research (UNU-WIDER) World Income Inequality Database (WIID) 
(UNU-WIDER 2019). The GGDC data set broadly includes all employment re- 
gardless of formality or informality (Diao et al. 2017: 4-6), but the extent to which 
the value-added data do so depends on the quality of national sources (see Timmer 
et al. 2015). 

The limitations of the PovcalNet data set are discussed in Edward and Sumner 
(2014, 2015) and relate to caveats that are common in poverty and inequality 
data, specifically, the use of purchasing power parity (PPP) conversion rates for 
cross-country income poverty estimation; the setting of poverty lines themselves; 
the comparability of income and consumption surveys; and the poor capture of 
income/consumption among the richest. 


5. Book structure 


Our book is structured thus: following this introduction, a survey chapter provides 
a regional overview. Subsequently, the case studies of nine countries are presented. 
in a common format, organized by regions: first, East Asia, including Indone- 
sia, China, and Thailand; second, South Asia, with India and Bangladesh; third, 
sub-Saharan Africa, thus Ghana and South Africa, finally, Latin America with 
Brazil and Chile. We then have a chapter relating to the future of the developer’s 
dilemma. In the forward-looking chapter, scenarios for ST and the inequality dy- 
namics implied are explored, as, it seems certain, developing countries will face 
new constellations of ST related to tertiarization, in particular amid new tech- 
nologies such as artificial intelligence and the processes of automation. Finally, 
the concluding chapter draws together the themes of the book, focusing on the 
questions highlighted earlier in this introduction. 
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The Developer’s Dilemma 


A Survey of Structural Transformation and Inequality 
Dynamics 


Armida Salsiah Alisjahbana, Kyunghoon Kim, Kunal Sen, 
Andy Sumner, and Arief Anshory Yusuf 


1. Introduction 


The ‘developers dilemma’ is a tension emerging from the fact that developing 
countries are pursuing two goals which may generate a tension around income 
inequality. Developing countries, first, are seeking structural transformation and, 
second, are seeking broad-based economic growth to raise the incomes of the poor. 
Simon Kuznets (1955) originally hypothesized that structural transformation may 
have a tendency, in the absence of policy intervention, to put upward pressure 
on income inequality. However, broad-based economic growth requires steady, 
or even falling, income inequality to maximize the growth of incomes at the lower 
end of the distribution. 

In this chapter, we analyse the empirical experience of the developing world in 
order to present a typology of ‘varieties’ of structural transformation and discuss 
the structural transformation-inequality relationship under different varieties of 
structural transformation. The chapter is structured as follows. Section 2 discusses 
the empirical experience of structural transformation in the developing world 
since 1960, section 3 discusses structural transformation and inequality dynamics, 
and section 4 concludes. 


2. Empirical patterns of structural transformation 
2.1 The role of structural transformation 
McMillan and Rodrik (2011), in considering sectoral and aggregate labour pro- 


ductivity data between 1990 and 2005, demonstrate that the transfer of labour and 
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other inputs to higher-productivity activities fuels economic development. Their 
paper additionally notes that, conditional on the precise sectors to which labour 
is reallocated, structural transformation can either produce growth-enhancing or 
growth-reducing effects. This point is of substantial importance in terms of vali- 
dating the hypotheses of the classical school, insofar as it highlights the sectoral 
movement of labour as a key catalyst in determining the trajectory of economic 
development. In this view, their paper attributes the growth-enhancing effects of 
structural transformation in Asia to the fact that labour transferred from lower to 
higher labour productivity sectors therein. They argue that the opposite was the 
case in sub-Saharan Africa and Latin America, where labour moved from higher- 
to lower-productivity sectors, which in turn constrained economic growth rates. 
Their paper also suggests that countries reliant on the commodities sectors have 
a tendency towards growth-reducing structural transformation. Even if these sec- 
tors achieve higher levels of productivity, they often struggle to absorb surplus 
workers from the agricultural sector. 

Following on from their study, this section extends the time series and uses more 
fine-grained regional classifications to understand the different characteristics of 
structural transformation in the non-Western world. This section takes a close look 
at the varying empirical patterns of structural transformation in high-income East 
Asia, developing East Asia (excluding China), Latin America, sub-Saharan Africa, 
China, and India by considering sectoral value-added and employment shares, 
and sectoral labour productivity of around four decades up to 2010. China and 
India are analysed separately on the grounds that they have a large population and 
economy which are comparable to those of major regions. This chapter sometimes 
refers to these two countries as ‘regions’ for convenience. 

Before we begin to analyse the structural transformation patterns, we present 
the country composition of each region according to economic structures. 
In this regard, Baymul and Sen (2020) provide an insightful classification of 
economies: (i) countries in which manufacturing employment is larger than 
agricultural employment are called ‘structurally developed’; (ii) countries in 
which services employment is larger than agricultural employment are called 
‘structurally developing’; and (iii) countries in which agricultural employment 
is the largest are called ‘structurally underdeveloped’. Using this classification 
and employment data from the Groningen Growth and Development Cen- 
tre’s (GGDC) 10-Sector Database (Timmer et al. 2015), we find clear regional 
variations (Table 2.1). In 2010, sub-Saharan Africa was mainly composed of 
‘structurally underdeveloped’ countries and had no ‘structurally developed’ 
countries. Latin America and developing East Asia were mainly composed of 
‘structurally developing’ countries and had no ‘structurally underdeveloped’ 
countries. High-income East Asia was composed of only ‘structurally developed’ 
countries. India was ‘structurally underdeveloped, and China was ‘structurally 
developing. 
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Table 2.1 Employment composition in 2010 according to countries’ variety of 
structural transformation 


Structurally Structurally Structurally 
underdeveloped developing developed 
India 100 0 0 
Sub-Saharan Africa 84 16 0 
China 0 100 0 
Developing East Asia 0 94 6 
Latin America 0 62 38 
High-income East Asia 0 0 100 


Sources: authors’ illustration based on Baymul and Sen (2020) and the GGDC 10-Sector Database 
Version 2015 (Timmer et al. 2015). 


These different economic structures across the regions are the outcomes of dif- 
ferent structural transformation patterns over the decades. The diverse patterns of 
structural transformation have also resulted in regional differences in labour pro- 
ductivity and economic growth rates. Using the methodology of McMillan and 
Rodrik (2011), Figure 2.1 shows the decomposition of average labour produc- 
tivity growth into the components of structural transformation (‘Between’) and 
within-sector productivity growth (‘Within’) between c. 1970 and c. 2010. We also 
divide the time period into two—before and after 1990—to investigate any notable 
changes during the recent decades. 

We find that there are significant differences in the regions’ labour productiv- 
ity growth rates between c. 1970 and c. 2010. The growth rate was the highest in 
China (6.6 per cent), followed by India (3.1 per cent), developing East Asia (2.5 per 
cent), and high-income East Asia (2.3 per cent). The growth rate was much lower 
in sub-Saharan Africa (0.5 per cent) and Latin America (0.4 per cent). We find 
that structural transformation played a relatively small role in sub-Saharan Africa, 
Latin America, and high-income East Asia, and its role weakened over time. As 
high-income East Asia is mainly composed of structurally developed countries, 
this pattern is somewhat expected. Despite this pattern, relatively strong economic 
growth was achieved in high-income East Asia, considering its stage of develop- 
ment, due to strong improvement in within-sector productivity. However, the case 
of sub-Saharan Africa is of particular concern as weak structural transformation 
prevented this economy from taking off. Between 1990 and 2010, the contribution 
of structural transformation to labour productivity growth was even negative in 
this region. In Latin America, many middle-income economies struggled to attain 
high-income country status due to weak structural transformation, especially after 
1990. In comparison, we find that structural transformation played an important 
role in the economic development of developing East Asia, China, and India, albeit 
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Fig. 2.1 Decomposition of labour productivity growth, c. 1970-c. 2010 
Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 


(Timmer et al. 2015). 
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to varying degrees. For China and India, the contribution of structural transforma- 
tion, in absolute terms, was larger in the latter period, enabling these two countries 
to record impressive economic growth. 


2.2 Varieties of structural transformation 


With this regional variation in the role of structural transformation in mind, this 
subsection conducts a detailed analysis of the diverse structural transformation 
patterns. This subsection investigates some important differences and similari- 
ties in the trends of value-added and employment composition between regions 
and classifies their diverse experience. In each case, five-year moving averages of 
value-added (in 2005 constant prices) and employment shares are used in order to 
smooth out annual fluctuations and find meaningful trends. The shares mentioned 
in the text are also five-year moving averages, unless otherwise stated. In order to 
show the changes in value-added shares and employment shares in proportion to 
each other, the x-axis and y-axis have the same minimum and maximum scale val- 
ues in each of the sectoral graphs in Figure 2.2, except in the graph on the mining 
sector as it needs to display very small employment shares. The aggregates are built 
thus (based on GGDC 10-Sector Database availability): 


e sub-Saharan Africa: Botswana, Ethiopia, Ghana, Kenya, Malawi, Mauritius, 
Nigeria, Senegal, South Africa, Tanzania; 

e Latin America: Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, 
Mexico, Peru, Venezuela; 

e developing East Asia (excluding China): Indonesia, Malaysia, Philippines, 
Thailand; 

e high-income East Asia: Hong Kong, Japan, Singapore, South Korea, Taiwan. 


Considering that agriculture is often the sector with the lowest labour productivity, 
changes in this sector’s shares can be an important proxy for assessing the magni- 
tude of structural transformation (Figure 2.2(a)). We find that high-income East 
Asia and Latin America experienced the ‘later stage of de-agriculturalization’ be- 
tween 1980 and 2010. By 1980, Latin America and high-income East Asia already 
had a small agricultural value-added share below 10 per cent. The value-added 
share in Latin America stayed at 5-6 per cent during the following three decades 
and the share in high-income East Asia declined slightly from 3.9 per cent in 1980 
to 1.8 per cent in 2010. During this period, both regions saw a notable decline in the 
agricultural employment share. The employment share in Latin America declined 
from 33.4 per cent in 1980 to 16.3 per cent in 2010 and the share in high-income 
East Asia from 17.5 per cent to 5.3 per cent. 
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Fig. 2.2 Sectoral value-added (constant price) and employment shares, 
1980-2010 


Notes: (i) Business services: financial intermediation, renting, business activities; 
non-business services: (a) wholesale and retail trade, repair of motor vehicles and 
motorcycles, personal and household goods, hotels and restaurants; (b) transport, 
storage, communications; (c) public administration, defence, education, health, social 
work; and (d) other community activities, social and personal service activities, 
activities of private households. (ii) CHN: China; DevEA: developing East Asia; HIEA: 
high-income Fast Asia; IND: India, LA: Latin America; SSA: sub-Saharan Africa. (iii) 
Value-added and employment shares are five-year moving averages. 

Source: authors calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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In comparison, other parts of Asia displayed much larger declines in the shares 
of agricultural value added and employment as they experienced the ‘earlier stage 
of de-agriculturalization. China and India experienced particularly large declines 
in both agricultural shares. Chinas agricultural value-added share declined sub- 
stantially from 44.2 per cent in 1980 to 10.3 per cent in 2010 and the employment 
share from 71.9 per cent to 39.6 per cent. In India, the value-added share shrunk 
from 39.4 per cent in 1980 to 17.2 per cent in 2010 and the employment share 
from 72.1 per cent to 55.1 per cent. Despite these large changes, India’s agricul- 
tural shares were similar to those of sub-Saharan Africa in 2010, since its shares in 
1980 were very large. 

Unlike other regions, sub-Saharan Africa did not show a clear sign of de- 
agriculturalization between 1980 and 2010. Sub-Saharan Africas agricultural 
value added grew faster than the overall economy, leading to a small increase in 
its share. The agricultural employment share was smaller in 2010 than in 1980, but 
the size of decline during this period was minuscule compared to other regions. 
In sub-Saharan Africa, the employment share declined by just 1.7 percentage 
points (pp) per decade (compare: China: 10.8 pp; developing East Asia: 7.2 pp; 
Latin America: 5.7 pp; South Asia: 5.7 pp; high-income East Asia: 4.1 pp). In 
sum, we find that all the regions, except sub-Saharan Africa, experienced notable 
de-agriculturalization between 1980 and 2010. 

The rest of this subsection investigates which economic sectors drove economic 
and employment growth in the developing world. The aim is to explore which sec- 
tors ‘filled in the gap left by the shrinking agricultural sector. First, we analyse the 
patterns of the manufacturing sector (Figure 2.2(b)). In Asia, the manufacturing 
sector was an important driver of structural transformation if we look at the long- 
term trend between 1980 and 2010, yet its role changed over time if we focus on 
sub-periods. While all four Asian regions displayed a similar pattern during the 
1980s, their pattern showed great diversity during the 2000s as they experienced 
different types of industrialization. 

By focusing on the changes in manufacturing value-added and employment 
shares, we categorize countries industrialization patterns between 1990 and 2010 
into five types (see Figure 2.3). We name these varieties of industrialization as 
follows: ‘primary industrialization, ‘upgrading industrialization, ‘advanced in- 
dustrialization, ‘stalled industrialization, and ‘secular deindustrialization. The 
categorization has been constructed based on the recent direction of changes in 
the manufacturing shares and not on the absolute levels of those shares. Therefore, 
a country with a lower manufacturing share may be categorized as going through 
industrialization, whereas a country with a higher manufacturing share may be 
categorized as experiencing deindustrialization. 

We find four Asian regions in quadrant I in Figure 2.3, meaning that they 
all experienced concurrent expansion of manufacturing value-added and em- 
ployment shares, or ‘upgrading industrialization during the 1980s. While China 
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Fig. 2.3 Varieties of structural transformation 


Note: (i) CHN: China; DevEA: developing East Asia; HIEA: high-income East Asia; 
IND: India; LA: Latin America; SSA: sub-Saharan Africa. (ii) Five-year moving 
averages of value-added and employment shares were used to calculate the changes. 
Sources: Kim and Sumner (2019); authors’ calculations based on the GGDC 10-Sector 
Database Version 2015 (Timmer et al. 2015). 
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continued to experience ‘upgrading industrialization during the 2000s, the pat- 
terns in three other Asian regions changed. During the 2000s, high-income East 
Asia experienced ‘advanced industrialization, with a large decline in the employ- 
ment share but without a significant decline in the value-added share (quadrant 
IV in Figure 2.3). Therefore, this region maintained a large manufacturing value- 
added share, which averaged 23.9 per cent between 2000 and 2010. Developing 
East Asia experienced ‘stalled industrialization with no significant change in both 
shares (close to the origin in Figure 2.3), and India experienced labour-centred in- 
dustrialization or ‘primary industrialization, with an increase in the employment 
share but a decline in the value-added share (quadrant II in Figure 2.3). 

In comparison, the manufacturing sector played less of a central role in the 
structural transformation of other regions. Focusing on the changes in value- 
added and employment shares, we find that sub-Saharan Africa went through a 
similar pattern to India during the 2000s and therefore experienced ‘primary in- 
dustrialization. However, if we also consider the actual shares and not just the 
patterns, then it is more appropriate to conclude that industrialization has not 
yet taken off in sub-Saharan Africa (Figure 2.2(b)). Between 1980 and 2010, sub- 
Saharan Africas manufacturing employment share never exceeded 7 per cent, 
despite the recent expansion, and the manufacturing value-added share in 2010 
was just 13.5 per cent, which was the smallest share during the period under study. 
Finally, we find that Latin America experienced a concurrent decline in both value- 
added and employment shares or ‘secular deindustrialization’ during the 2000s 
(quadrant III in Figure 2.3). 

The trends in the mining sector were also diverse across the regions. At an ag- 
gregate level, this sector is usually capital-intensive and therefore accounted for 
a small share of employment of around 1 per cent in most economies in 2010, 
while the value-added share was more varied. Figure 2.2(c) shows that the mining 
sectors’ value-added and employment shares did not change significantly in Latin 
America, India, and high-income East Asia between 1980 and 2010, although the 
level of dependence on the sector varied across these regions. China also did not 
see a large change in its mining value-added share, but did experience a relatively 
large decline, compared to other regions, in the mining employment share, al- 
though the change was only less than half a percentage point. Value added in 
developing East Asia and sub-Saharan Africa was consistently more dependent on 
the mining sector, despite the recent shrinking of the sector’s shares. In the case of 
developing East Asia, the mining employment share did not change much, while 
the mining value-added share halved from 17.4 per cent in 1980 to 8.2 per cent in 
2010. In sub-Saharan Africa, the share of mining in both value added and employ- 
ment shrank markedly, from 27.7 per cent in 1980 to 13.5 per cent in 2010, and 
from 1.3 per cent in 1980 to 0.6 per cent in 2010, respectively. In sum, the min- 
ing sector played a limited role in structural transformation in all the regions, as 
the value-added and employment shares were either small and remained relatively 
constant or were large and shrank. 
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Next, we analyse the utilities and construction sector (Figure 2.2(d)). This sec- 
tor was an important job-creating industry for China and India between 1980 and 
2010. During this period, this sectors employment share increased from 2.2 per 
cent to 7.3 per cent in China and from 1.5 per cent to 7.0 per cent in India. These 
notable increases in the employment shares were accompanied by some increases 
in the value-added share in both countries. Developing East Asia also experienced 
a notable increase in the employment share of the utilities and construction sector 
from 3.2 per cent to 5.7 per cent, but unlike China and India, the value-added share 
did not show a clear long-term trend. In contrast, the utilities and construction sec- 
tor’s shares did not show a significant change in Latin America and sub-Saharan 
Africa between 1980 and 2010. This sector’s value-added and employment shares 
stayed particularly small in sub-Saharan Africa during this period. If we take a 
closer look, we find a short period of gentle recovery of both shares in these two 
regions during the second half of the 2000s, but it is yet inconclusive whether this 
was the beginning of a new long-term trend. In high-income East Asia, utilities 
and construction continued to be a large employer in the economy, with the em- 
ployment share staying relatively stable and averaging 9.4 per cent between 1980 
and 2010. However, the value-added share of this sector shrunk significantly from 
14.8 per cent to 8.9 per cent. 

Non-business services played an important role in structural transformation of 
all the regions. Figure 2.2(e) shows that non-business services experienced a con- 
current and notable expansion of the value-added and employment shares in all 
the regions between 1980 and 2010. The expansion of the employment share was 
particularly large in high-income East Asia, Latin America, developing East Asia, 
and China. As a result, non-business services accounted for around one-half of 
total employment in high-income East Asia and Latin America and around one- 
third of total employment in developing East Asia and China. While there were 
limited changes in non-business services’ value-added shares in high-income East 
Asia and Latin America, there were large increases in the value-added shares in 
developing East Asia and China, although these increases were smaller than the 
changes in the employment shares. In contrast, while the non-business services 
value-added and employment shares also both expanded notably in India and sub- 
Saharan Africa, the changes in the employment share were smaller than changes 
in the value-added share. 

Finally, business services also played an important role in the structural trans- 
formation of all the regions (Figure 2.2(f)). For high-income East Asia, there was 
a simultaneous expansion of value-added and employment shares between 1980 
and 2010. In Latin America, the employment share continuously expanded during 
this period, while the value-added shares were similar in 1980 and 2010, after some 
fluctuations. The patterns in four other regions are similar. The expansion of the 
business services’ value-added share was significant in sub-Saharan Africa, India, 
China, and developing East Asia. In contrast, their business services’ employment 
shares and their changes were much smaller. The expansion of the business 
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services’ value-added share was particularly large in sub-Saharan Africa and In- 
dia, with the share exceeding 11 per cent in 2010, which was higher than China 
(8.1 per cent) and developing East Asia (8.0 per cent). 


2.3 The dynamism of structural transformation 


Next, this section analyses sectoral average labour productivities which provide 
important information on the dynamism of structural transformation. McMillan 
and Rodrik (2011: 60) state that labour productivity differences between the 
agricultural and non-agricultural sectors typically ‘behave[s] non-monotonically 
during economic growth’ In their study, this economic logic is demonstrated 
using a U-shaped curve that has the ratio of agricultural to non-agricultural 
labour productivity on the y-axis against economy-wide labour productivity levels 
on the x-axis. At the very early stage of development, there is a small pro- 
ductivity gap between sectors, as there exists weak modern economy. Then, as 
economic development proceeds, relative labour productivity of the agricultural 
sector first declines, or the productivity gap between the agricultural and non- 
agricultural sectors widens, with investments in modern sectors. This is shown by 
the downward-sloping part of the U-curve. During this period, labour starts to 
shift from agriculture to modern sectors. Then, after the economy reaches a cer- 
tain level of development, the productivity gap stops widening and starts to shrink 
or sectoral productivities begin to converge. This is represented by the turning 
point and the beginning of the upward-sloping section of the U-curve. This pat- 
tern appears as the labour movement between sectors becomes a major driver of 
economic development, while there exists a large productivity gap between sectors. 
Ata later stage of development, structural transformation continues in advanced 
countries, often with workers moving from industries to services. Yet the contri- 
bution of structural transformation to labour productivity growth is now more 
limited due to smaller inter-sectoral productivity differences, shown as the high ra- 
tios of agricultural to non-agricultural labour productivity towards the end of the 
upward-sloping part of the U-curve. At this stage, within-sector labour productiv- 
ity growth becomes a key factor which determines the overall labour productivity 
growth. 

In this subsection, we analyse how relative labour productivity has changed 
across the regions. Figure 2.4 plots the ratio of agricultural labour productivity to 
non-agricultural labour productivity of the six regions under study. The curves for 
four Asian regions seem to represent the different sections of the U-curve which 
McMillan and Rodrik (2011) discuss. India displays a clear increase in the produc- 
tivity gap, represented by its curve sloping downwards. The ratio almost halved 
from 28.8 per cent in 1975 to 15.9 per cent in 2010, during which labour pro- 
ductivity more than trebled. China also displays a clear downward trend, with the 
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Fig. 2.4 Overall labour productivity and agricultural-non-agricultural relative 
labour productivity, 1975-2010 


Note: CHN: China; DevEA: developing East Asia; HIEA: high-income East Asia; IND: India; LA: 
Latin America; SSA: sub-Saharan Africa. 
Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 


2015). 


changes, in terms of the ratio and overall labour productivity, being even larger 
than those of India. The ratio peaked at 35.6 per cent in 1984 and declined to as low 
as 16.8 per cent in 2003. Between 2003 and 2010, the ratio did not show a signifi- 
cant change, with an average of 17.5 per cent suggesting that China was likely at the 
turning point of the U-curve. Between 1975 and 2010, China’s labour productivity 
increased by a factor of more than 11. The trend for developing East Asia shows 
a small version of the U-shaped curve by itself, suggesting that this region went 
through the turning point and entered the upward-sloping part of the U-curve 
over the recent decades. Developing East Asia’s ratio experienced a sharp decline 
from 19.9 per cent in 1987 to 14.9 per cent in 1992 and then the ratio started rising 
and recorded 21.7 per cent in 2010. While developing East Asia’s labour produc- 
tivity experienced healthy growth by increasing by a factor of 2.4 between 1975 
and 2010, Figure 2.4 shows that it was caught up by China's labour productivity in 
2009. High-income East Asia's ratio showed a clear upward trend between 1975 
and 2010. The ratio recorded 18.5 per cent, the lowest level, in 1980 and from then 
on the ratio increased rapidly and recorded 32.9 per cent in 2010. This pattern 
indicates a convergence of agricultural and non-agricultural labour productivity. 
Between 1975 and 2010, high-income East Asia’s overall labour productivity more 
than doubled. 

In comparison, the patterns in Latin America and sub-Saharan Africa suggest 
that these two regions did not move along a similar path to Asia or the tradi- 
tional development path based on dual-economy models between 1975 and 2010. 


28 THE DEVELOPER'S DILEMMA 


There was a rapid convergence in labour productivities of the agricultural and 
non-agricultural sectors from the early 1980s in Latin America and from the 
early 2000s in sub-Saharan Africa. While it may be too early to conclude that the 
increase in the ratio is a permanent feature in sub-Saharan Africa, the upward 
trend appears to be clearer for Latin America. In contrast to high-income East 
Asia, the productivity ratio of Latin America and sub-Saharan Africa increased at 
earlier stages of development and without much improvement in their economy- 
wide labour productivity. This pattern indicates that productivity convergence 
began without these two regions having fully enjoyed the benefits of structural 
transformation. 

Next, we investigate the dynamism of structural transformation from the view- 
point of the relative sectoral productivity of modern sectors. In Figure 2.5, the 
y-axis shows the natural logarithm of the ratio of sectoral labour productivity to 
economy-wide labour productivity, and 0 indicates that sectoral labour produc- 
tivity was the same as economy-wide labour productivity of the region in a given 
year. 

Figure 2.5(a) shows that the manufacturing sector’s labour productivity was 
continuously higher than economy-wide (or overall) labour productivity in all the 
regions. Therefore, a shift of labour from agriculture to manufacturing would have 
contributed to growth-enhancing structural transformation. As we discussed in 
subsection 2.2 Varieties of structural transformation, India, developing East Asia, 
and particularly China experienced an increase in the manufacturing employment 
share between 1980 and 2010, although the patterns during the 2000s were differ- 
ent to each other. In contrast, the manufacturing employment share did not change 
much in sub-Saharan Africa during the three decades. In Latin America and high- 
income East Asia, the employment share declined significantly but we find some 
notable differences between these two regions. The manufacturing employment 
share began to shrink at a much higher level in high-income East Asia compared 
to Latin America. Also, relative labour productivity of the manufacturing sector 
grew significantly in high-income East Asia, whereas it increased only slightly in 
Latin America. The small increase in manufacturing’s relative labour productiv- 
ity in Latin America was the result of a large fall in the overall labour productivity, 
rather than healthy manufacturing development. In fact, the absolute level of man- 
ufacturing labour productivity declined by 0.6 per cent in Latin America, while 
that in high-income East Asia increased by 170 per cent between 1980 and 2010. 
These patterns highlight the different performance under ‘advanced industrializa- 
tion; in the case of high-income East Asia, and ‘secular deindustrialization, in the 
case of Latin America. 

The mining sectors labour productivity was also consistently higher than 
economy-wide labour productivity in all the regions. Despite high labour produc- 
tivity, the potential of this sector being the engine of growth-enhancing structural 
transformation is limited due to its small labour absorptive capacity. Furthermore, 
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Fig. 2.5 Employment shares and relative labour productivity, 1980-2010 


Notes: (i) Business services: financial intermediation, renting, business activities; 
non-business services: (a) wholesale and retail trade, repair of motor vehicles and 
motorcycles, personal and household goods, hotels and restaurants; (b) transport, storage, 
communications; (c) public administration, defence, education, health, social work; and 
(d) other community activities, social and personal service activities, activities of private 
households. (ii) CHN: China; DevEA: developing East Asia; HIEA: high-income East Asia; 
IND: India, LA: Latin America; SSA: sub-Saharan Africa. (iii) Employment shares are 
five-year moving averages. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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Fig. 2.5 Continued 
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Fig. 2.5 Continued 


Figure 2.5(b) shows that in regions where the mining employment shares were rel- 
atively large, such as China and sub-Saharan Africa, the shares actually declined 
between 1980 and 2010. 

Labour productivity of utilities and construction was also high in all the regions. 
Except in high-income East Asia during the second half of the 2000s, sectoral 
labour productivity exceeded economy-wide labour productivity in all the regions. 
Figure 2.5(c) shows that this sector played a substantial role in employment gen- 
eration and therefore growth-enhancing structural transformation in India and 
China, and to a lesser extent in developing East Asia. In contrast, this sector played 
a limited role in the structural transformation of high-income East Asia, Latin 
America, and sub-Saharan Africa, while it continued to be an important employer 
in high-income East Asia. 

Next, we analyse labour productivity of services. Non-business services display 
labour productivity that is higher than economy-wide labour productivity at an 
earlier stage of development, such as in India and sub-Saharan Africa between 
1980 and 2010 and also in developing East Asia up to 1994 and China up to 2005 
(Figure 2.5(d)). Therefore, the shift of labour into this sector may play a positive 
role in poor countries if the workers are entering non-business services from sec- 
tors, such as agriculture, with lower labour productivity. However, as economic 
development progresses, labour productivity of non-business services seems to be- 
come lower than overall labour productivity. This pattern was apparent in Latin 
America and high-income East Asia for most of the period between 1980 and 2010 
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and in developing East Asia and China in the recent decade. Therefore, struc- 
tural transformation that depends on non-business services will produce weak 
economic performance not only because there is a small productivity gap be- 
tween non-business services and agriculture, but also because there is likelihood of 
labour shifting from high-productivity modern sectors into non-business services, 
in which case structural transformation will be growth-reducing. As Figures 2.3 
and 2.5 show, the expansion of modern sectors in Latin America was concentrated 
in non-business services. 

Finally, we take a look at the business services sector (Figure 2.5(e)). This sector’s 
labour productivity was higher than economy-wide labour productivity in all the 
regions between 1980 and 2010. In China, India, sub-Saharan Africa, and devel- 
oping East Asia, sectoral labour productivity of business services was particularly 
high. While these regions experienced an expansion of labour share in business 
services between 1980 and 2010, this sector has not yet played a pivotal role in 
structural transformation as the share remains small (not bigger than 3 per cent) 
in these regions. In comparison, Latin America, and especially high-income East 
Asia, experienced a notable expansion in the employment share of business ser- 
vices, suggesting that this sector played an important role in growth-enhancing 
structural transformation. 

In sum, using the characteristics of structural transformation between 1980 and 
2010 described in this section, we can categorize the six regions into three groups: 
(i) struggling transformer: sub-Saharan Africa; (ii) catching-up transformers: de- 
veloping East Asia, China, and India and; (iii) mature transformers: Latin America 
and high-income East Asia. There are many similarities among the regions in each 
group but there are also some important differences. 

Sub-Saharan Africa can be classified as a ‘struggling transformer as it experi- 
enced limited structural transformation and small productivity improvement in 
modern sectors. There were only slight changes in the value-added and employ- 
ment shares of the agricultural sector and the adjustments within the modern 
sector were limited. Also, relative sectoral labour productivity of modern sectors 
recorded small changes during this period. While economic performance during 
this period was disappointing, high relative labour productivity of modern sec- 
tors indicates that the potential of growth-enhancing structural transformation is 
substantial in this region. 

In the case of ‘catching-up transformers’ (China, India, and developing East 
Asia), both value-added and employment shares of the agricultural sector de- 
clined significantly. In these regions, the manufacturing, utilities and construction, 
and business services sectors consistently had labour productivity that was higher 
than economy-wide labour productivity and their employment shares expanded 
between 1980 and 2010. While there are some differences between these three re- 
gions and across time in terms of the magnitude of changes, we can conclude that a 
notable employment expansion of high-productivity sectors translated into a large 
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contribution of structural transformation to labour productivity growth in these 
three economies. Considering these sectors’ relatively high labour productivity 
during the most recent years, these sectors can continue to play an important role 
in growth-enhancing structural transformation. This is especially so for business 
services, in which the employment share has not yet expanded very much. How- 
ever, there are also some notable differences between the three regions. During 
the 2000s, the manufacturing sector played a different role in structural trans- 
formation, as China experienced ‘upgrading industrialization, India experienced 
‘primary industrialization, and developing East Asia experienced ‘stalled industri- 
alization. Non-business services have also shown similarities and differences. This 
sectors employment share expanded in all three regions, but its relative labour 
productivity became lower than economy-wide labour productivity in developing 
East Asia and China during the recent period. As the sector’s labour productivity 
remains relatively high in India, this sector may be able to play a positive role in 
growth-enhancing structural transformation for some time. If these diverse pat- 
terns in manufacturing and non-business services continue for a longer period 
in the future, it may be inappropriate to include these three regions in the same 
group. 

The two regions with higher income, namely high-income East Asia and Latin 
America, experienced a rapid decline of the agricultural employment share, while 
recording a small agricultural value-added share. By 2010, the value-added and 
employment shares of the agricultural sector were much smaller compared to 
other regions. The different development outcomes between these two regions 
are striking, despite this similarity. The employment shares in lower-productivity 
non-business services and higher-productivity business services expanded in both 
‘mature transformers. However, the non-business services sector was the main 
driver in the changes in employment composition in Latin America, whereas both 
business and non-business services played an important role in high-income East 
Asia. The contribution of business services to the changes in services sector em- 
ployment share between 1980 and 2010 was 37.9 per cent in high-income East 
Asia, which was much higher than 16.1 per cent in Latin America. These pat- 
terns show that tertiarization was more growth-enhancing in high-income East 
Asia than in Latin America. Also, we find some similarities and differences in the 
two regions manufacturing performance. The manufacturing employment share 
shrunk in both regions between 1980 and 2010 and the size of decline was actually 
much larger in high-income East Asia. However, the manufacturing sector’s rela- 
tive labour productivity increased significantly in high-income East Asia, whereas 
it did not change very much in Latin America. These patterns show the key dif- 
ference between the ‘advanced industrialization’ of high-income East Asia and 
the ‘secular deindustrialization of Latin America. In sum, the pattern of struc- 
tural transformation started to mature in Latin America before getting rich, and 
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its recent stage of structural performance was less growth-friendly and sustain- 
able compared to that of high-income East Asia. We next turn to the inequality 
dynamics of different types of structural transformation. 


3. The Kuznetsian tension: the inequality dynamics 
of structural transformation 


To recap, our analysis so far of the empirical regional experience of structural 
transformation shows very different trends in shares of sectoral value added and 
employment and relative labour productivity in high-income and developing East 
Asia (excluding China), China, Latin America, India, and sub-Saharan Africa. 

What are the implications of the different regional experiences with struc- 
tural transformation for the relationship between structural transformation 
and inequality dynamics? Figures 2.6 and 2.7 show the relationship between 
manufacturing/non-business services shares of employment and income inequal- 
ity. Starting with sub-Saharan Africa, the weak experience with structural transfor- 
mation, especially in manufacturing, and the relatively small movement of workers 
from agriculture to non-agriculture suggests that the Kuznetsian tension between 
structural transformation and inequality may not be evident as much as it is for 
the other regions. 

Latin America witnessed deindustrialization, and, at the same time, there was a 
sustained increase in employment share of services. In this case, it is less evident 
how the tertiarization of Latin America may have impacted on inequality, and it 
would depend in part on which component of the services sector grew the fastest 
in the period 1980-2010. As Baymul and Sen (2020) argue, business services may 
have more of an inequality-enhancing effect than non-business services. 

Developing East Asia (excluding China) has witnessed what may be termed as 
‘benign structural transformation as the rapid increase in economy-wide produc- 
tivity was accompanied by a notable increase in the share of manufacturing em- 
ployment and a decline in the gross Gini. This pattern reflects a positive Kuznetsian 
dynamic of rapid structural transformation accompanied by job creation. 

Finally, we note that in both China and India from about the mid-1980s there 
was a rise in the employment shares in manufacturing. We also see a rapid rise in 
non-business services’ share of employment over the same period and a rise in the 
gross Gini. 

We can summarize the various iterations of the structural transformation- 
inequality relationship or the Kuznetsian tension in a 2 X 2 matrix (see Figure 2.8), 
where the trend in income inequality is on the vertical side (i.e. increasing 
or stable/declining inequality) and the strength of growth-enhancing structural 
transformation (ie. weak or strong) is on the horizontal. This produces four 
quadrants as follows: 
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Fig. 2.6 Gross income Gini (y-axis) and manufacturing employment share (x-axis) 


Notes: (i) The Gini coefficients are simple averages. If data were missing for specific years, the data 
for the closest year were used. (ii) Employment shares are five-year moving averages. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 
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Fig. 2.6 Continued 


weak growth-enhancing structural transformation with increasing inequality 

(top-left quadrant in Figure 2.8); 

e weak growth-enhancing-structural transformation with stable or declining 
inequality (bottom-left quadrant); 

e strong growth-enhancing structural transformation with increasing inequal- 

ity (top-right quadrant); 

strong growth-enhancing structural transformation with stable or declining 

inequality (bottom-right quadrant). 


Each quadrant tells a different story about the structural 
transformation-inequality relationship or the Kuznetsian tension, and these 
can be mapped to the regional experiences noted above (with potential for 
movements over time between quadrants). For example, we can say that India and 
China have experienced a strong Kuznetsian tension as inequality has risen with 
strong growth-enhancing structural transformation. We can say developing East 
Asia (excluding China) has experienced a weak and benign Kuznetsian tension as 
it has experienced declining inequality with strong growth-enhancing structural 
transformation. In contrast, both Latin America and sub-Saharan Africa have 
experienced an ambiguous Kuznetsian tension in that inequality has been stable 
but growth-enhancing structural transformation has been weak. Finally, we can 
say that high-income Fast Asia fits into the weak and adverse Kuznetsian tension 
quadrant of rising inequality accompanied by weak growth-enhancing structural 
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Fig. 2.7 Gross income Gini (y-axis) and non-business services employment share 
(x-axis) 


Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 


transformation. This quadrant could even be thought of as an ‘anti-Kuznetisian’ 
tension at high income. 


4. Conclusion 


In this chapter, we analysed the empirical patterns of structural transformation in 
high-income East Asia, Latin America, developing East Asia (excluding China), 
China, India, and sub-Saharan Africa. We find that there is significant heterogene- 
ity in the experiences of the six regions with respect to structural transformation. 
We propose a ‘Varieties of structural transformation typology to capture this 
heterogeneity. 

Considering the trends of sectoral value-added and employment shares and 
relative productivity, we categorized six regions into three groups: ‘struggling’ 
(sub-Saharan Africa); ‘catching-up’ (developing East Asia, China, India); and 
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Fig. 2.7 Continued 


‘mature (high-income Fast Asia, Latin America) transformers. While there were 
important similarities between regions within the same group, there were also 
some differences that explain the gap in the overall economic performance. More 
specifically, we find that all regions, with the exception of sub-Saharan Africa, wit- 
nessed a large decline in agricultural employment share (and, in the cases of India 
and China, agricultural value added as well) in the 1980-2010 period. With respect 
to manufacturing, China experienced an increase in employment and value-added 
shares, while in the case of India, manufacturing employment share increased; 
however, manufacturing value-added share declined from the late 1990s, after an 
initial increase. Developing East Asias manufacturing value-added and employ- 
ment shares expanded rapidly during the 1980s, but stalled over the recent decade. 
Latin America and sub-Saharan Africa experienced deindustrialization for a long 
period between 1980 and 2010. With respect to services, there was a significant in- 
crease in employment shares in high-income East Asia and Latin America, with the 
services value-added shares already high by the 1980s. Despite this similarity of the 
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Fig. 2.8 The Kuznetsian tension: inequality trend vs 
growth-enhancing structural transformation 


Source: authors’ illustration. 


two regions, a large productivity growth gap appeared because high-productivity 
business services played a more important role in the employment structural trans- 
formation of high-income Fast Asia. Developing East Asia and China experienced 
a notable increase in both the non-business services value-added and employment 
shares. In comparison, India and sub-Saharan Africa saw a more gradual increase 
in the non-business services employment share. The business services share ex- 
panded significantly in developing East Asia, China, and India in terms of value 
added but not in terms of employment. 

Finally, we considered the inequality dynamics of structural transformation, 
noting different types of Kuznetsian tensions in each region. We developed a 
matrix of the possible iterations of the structural transformation-inequality re- 
lationship or the Kuznetsian tension based on the trend in income inequality and 
the strength of growth-enhancing structural transformation. 
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Structural Transformation and Inclusive 
Growth 


Kuznets ‘Developer’s Dilemma’ in Indonesia 


Kyunghoon Kim, Arriya Mungsunti, Andy Sumner, 
and Arief Anshory Yusuf 


1. Introduction 


In this chapter, we focus on the ‘developers dilemma—the distributional ten- 
sion between structural transformation and inequality that Kuznets (1955) 
hypothesized—in Indonesia. We analyse how the quality of structural transfor- 
mation and inclusive growth has evolved over time. We are particularly interested 
in how the manufacturing sector's role changed between the 1960s and the 2000s, 
and we relate the patterns of structural transformation to trends in poverty and 
inequality. 

While Indonesia experienced weak Kuznetsian tension during the periods both 
before and after the 1997-1998 Asian Financial Crisis, there were notable dif- 
ferences in the economic outcomes in these periods. An important factor that 
can explain this economic growth differential is the performance of the manu- 
facturing sector. This chapter demonstrates that the concurrent expansion of the 
manufacturing sector’s value-added and employment shares, or ‘upgrading in- 
dustrialization, stimulated economic growth before the crisis, but that Indonesia 
experienced ‘stalled industrialization’ after the crisis (Figure 3.1). This pattern 
is similar to that of developing East Asia but is substantially different to that of 
high-income East Asia and China (see Figure 2.3, this volume). 

The chapter focuses on the trends of structural transformation and inclusive 
growth from a historical perspective. A country’s overall economic performance 
depends on the patterns and characteristics of structural transformation, which we 
define as the changes in an economy’s value added, employment, and trade com- 
position (McMillan et al. 2014; Sen 2019). We are particularly interested in the 
central role that the manufacturing sector plays in structural transformation and 
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Fig. 3.1 Varieties of structural transformation in Indonesia, 1975-2012 


Note: Five-year moving averages of value-added and employment shares were used to 
calculate the changes. 

Sources: Kim and Sumner (2019); authors calculations based on the Groningen 
Growth and Development Centre (GGDC) 10-Sector Database Version 2015 
(Timmer et al. 2015). 


inclusive growth. We focus on manufacturing because of the sector’s special char- 
acteristics in terms of employment generation and productivity growth that enable 
the rapid and resilient economic catch-up of developing countries. We define in- 
clusive growth as economic growth that benefits a broad section of the population, 
and particularly the poorer groups (Sen 2014). While these benefits can be iden- 
tified using diverse measures, this chapter uses monetary poverty and inequality 
data to assess inclusive growth. 

The chapter is structured as follows. Section 2 provides an overview of the devel- 
oper’s dilemma in Indonesia by analysing the patterns of structural transformation 
and inclusive growth. This section describes the key trends of the manufactur- 
ing sector and income inequality during the selected periods from the viewpoint 
of the Kuznetsian tension. Section 3 provides a historical narrative of Indone- 
sias economic performance before 1960—the period prior to Indonesia’s modern 
structural transformation taking off. On the inclusivity front, the Indonesian econ- 
omy experienced high levels of inequality along various dimensions during this 
period. Section 4 shifts the focus to the period between 1960 and 2010. It analy- 
ses the changing sectoral drivers of Indonesia's structural transformation and the 
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poverty and inequality trends over time. This section finds that while Indonesia 
experienced ‘upgrading industrialization’ for most of the period before the Asian 
Financial Crisis, ‘stalled industrialization has been the major trend since the late 
1990s, along with rising inequality. Section 5 finds that the combination of ‘stalled 
industrialization’ and rising inequality continued during the 2010s. It also anal- 
yses the policies adopted to fix the recent patterns of structural transformation 
and inclusive growth, and provides a comparison between the political economic 
environments in which the government pursued activist policies before and after 
the Asian Financial Crisis. Furthermore, this section highlights some of the key is- 
sues that could shape the future patterns of structural transformation and inclusive 
growth. Section 6 concludes. 


2. The developer’s dilemma in Indonesia: an overview 


Before a detailed historical narrative is discussed in the later sections of this 
chapter, this section provides key evidence which shows Indonesia’s twin devel- 
opment challenges of weakening structural transformation and inclusive growth. 
When we talk of the developer’s dilemma, we can think about the changes in man- 
ufacturing value-added or employment shares and trends in income inequality, 
and their relationship. Figure 3.2 plots gross income Gini coefficients against the 
manufacturing value-added share in constant prices (Figure 3.2a) and the man- 
ufacturing employment share (Figure 3.2b). Figures 3.2a and 3.2b suggest that 
we can divide the period between the 1960s and the 2010s into three subperi- 
ods with distinctive patterns of manufacturing shares and inequality. The first 
period (‘Cliff 1’) is between the mid-1960s and the mid-1970s, when Indonesia's 
manufacturing sector was at an infant stage and recorded limited expansion, with 
the manufacturing value-added share hovering around 10 per cent. During this 
period, Indonesia’s inequality rose rapidly. The second period (‘Downhill’) is be- 
tween the mid-1970s and the mid-1990s. The manufacturing sector’s value-added 
and employment shares expanded rapidly during these two decades. At the same 
time, Indonesia experienced a notable decline in inequality, with the Gini coeffi- 
cient returning to a level similar to that of the mid-1960s. The final period (‘Cliff 2’) 
includes the 2000s and the early 2010s. The trend in this third period is somewhat 
similar to that in the first period (‘Cliff 1’). The manufacturing value-added and 
employment shares stagnated during the first half of the 2000s and then declined 
slightly. During this period, inequality increased notably. 

Analysing Indonesia’s economic composition and inclusive growth, we do not 
find a period during which Indonesia experienced strong Kuznetsian tension, 
or a simultaneous increase in inequality and rapid growth-enhancing structural 
transformation (Figure 3.3). While Indonesia experienced weak Kuznetsian ten- 
sion during the three periods, the outcomes were markedly different. During the 
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Fig. 3.2. Manufacturing development and inequality trends, Indonesia, 1964-2012 
(a), 1975-2012 (b) 


Notes: (i) The missing Gini coefficients were calculated using linear interpolation; see Kim et al. 
(2020) Figure 9 for the original data. (ii) Manufacturing value-added and employment shares are 
five-year moving averages; see Kim et al. (2020) Figures 4 and 6 for the original data. 

Source: authors illustration based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 


second period (‘Downhill’), Indonesia went through strong growth-enhancing 
structural transformation with notable growth of the manufacturing value-added 
and employment shares, or ‘upgrading industrializatio (Kim and Sumner 2019). 
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Fig. 3.3 Patterns of Kuznetsian tension in Indonesia, 1964-2012 


Source: authors illustration. 


The economic situation was benign during this period, as the country expe- 
rienced rapid GDP growth and improvement in living standards, as well as a 
decline in income inequality. In comparison, Indonesia experienced weak growth- 
enhancing structural transformation and a rise in inequality in the first and third 
periods (‘Cliff 1’ and ‘Cliff 2’) and therefore the situation was more adverse. During 
these two periods, Indonesia went through ‘stalled industrialization, with limited 
change in the manufacturing value-added and employment shares. 

As in the third period, the combination of stagnating manufacturing shares and 
rising inequality is the twin challenge that Indonesia is currently facing. In light 
of these two grand development challenges, governments face a dilemma in set- 
ting priorities and allocating valuable public resources accordingly. The rest of this 
chapter discusses the structural transformation and inclusive growth trends, the 
potential drivers, and the government’s policies to solve development challenges. 


3. Economic history up to c. 1960 
3.1 Structural transformation: remaining static 
Between 1900 and 1960, Indonesia's structural transformation was driven by the 


oil and gas sector. Based on the estimated value-added data in constant 2000 
prices (Van der Eng 2010), the agricultural share declined gradually from 41.4 
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per cent in 1900 to 31.0 per cent in 1960. The industrial value-added share ex- 
panded from 17.1 per cent to 30.3 per cent. This expansion was driven by the 
oil and gas sector, with its share increasing from 0.8 per cent in 1900 to 17.6 
per cent in 1960. During this period, Indonesia failed to achieve sustained in- 
dustrialization or manufacturing-led structural transformation. Compared with 
the oil and gas sector, the change in manufacturing value-added share was less 
unidirectional. Overall, despite some spurts of industrialization, manufacturing 
remained small, with the share struggling to rise above 10 per cent between 1900 
and 1960. Because of the limited manufacturing development, Indonesias exports 
consisted mainly of natural resources and were concentrated in a few commodi- 
ties during the first half of the twentieth century (Thomas and Panglaykim 1966). 
The services value-added share increased from 41.5 per cent in 1900 to 46.6 per 
cent in 1921. Then the share began to decline; it was recorded as 38.7 per cent 
in 1960. Overall, there was not a significant change in the services share between 
1900 and 1960. 

Comparing the 1930 and 1961 censuses, Jones (1966: 51-55) finds that there was 
limited labour shift from agricultural to non-agricultural sectors. The agriculture, 
forestry, and fishing sector’s employment share did not change much, recorded 
at 73.9 per cent in 1930 and 73.3 per cent in 1961. The research suggests that the 
decline in the agricultural share may have been larger if one takes the method- 
ological differences into account but, in any case, the decline would still be much 
smaller than that in other comparable developing countries. During this period, 
there were some notable changes within the non-agricultural sector. The manufac- 
turing labour share declined from 11.5 per cent to 5.8 per cent and the mining share 
declined from 0.9 per cent to 0.3 per cent. The labour share of services (including 
utilities) expanded from 13.7 per cent to 18.8 per cent. The research suggests that 
this expansion is likely to have occurred among those employed in less productive 
services, such as rickshaw drivers and petty clerks. 

Soekarno, the war leader during the struggle for independence and Indonesias 
first president, struggled to stimulate structural transformation during his two 
decades in power between the mid-1940s and the mid-1960s. The President was 
preoccupied with dealing with internal political issues, namely the conflict be- 
tween the communists and other political factions, even after he established an 
autocratic system in the late 1950s. The government pursued state-led develop- 
ment from the late 1950s onwards, after mass nationalization of Dutch companies, 
but the state enterprises were heavily used to serve the vested interests of the 
military and politico-bureaucrats. The government also lacked the additional cap- 
ital necessary to spearhead structural transformation. During this period, private 
firms did not have the capacity to mobilize the resources needed to make mean- 
ingful investment in modern economic sectors and many struggled to survive, 
as infrastructure remained weak and the government mismanaged the economy 
(Lindblad 2008: 177-208; Robison 1986: 69-97). The inflation rate was recorded 
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at 109 per cent in 1963 and 307 per cent in 1964, and reached 1,136 per cent 
in 1965. 

Overall, structural transformation played a limited role in Indonesia's economic 
growth in the first sixty years of the twentieth century. The country continued to 
depend heavily on the natural commodity sector, and oil and gas in particular. 
Given the political and economic instability around 1960, it would have been dif- 
ficult to imagine Indonesia joining the rank of Asias rapidly growing economies 
in the near future. 


3.2 Inclusive growth: slow progress 


Numerous indicators show that there was slow progress in raising living stan- 
dards during the first half of the twentieth century. Comparing socio-economic 
indicators for the 1930s and 1950s, Booth (2016: 52-55) demonstrates that life ex- 
pectancy increased only slightly, from thirty-five years to thirty-seven-and-a-half 
years, and suggests that living standards may have deteriorated by highlighting a 
decline in Indonesia’s real gross domestic product (GDP) per capita, Javas basic 
foods consumption per capita, and Jakarta’s real monthly food expenditure per 
capita. 

During this period, the level of inequality was high in Indonesia. Using income 
taxation data, Leigh and Van der Eng (2009) offer an estimation of the top in- 
come shares between 1920 and 1939. They find that the income share of the richest 
1 per cent increased from 11.8 per cent in 1921 to 21.5 per cent in 1934. This re- 
search suggests that the sudden jumps in inequality in the early 1920s and the early 
1930s were partly due to the large falls in the price of agricultural export products, 
which caused a significant decline in the relative incomes of farm households. 
While the price movements of agricultural products hit many rural households, 
they had limited impact on non-farm salary earners. Towards the end of the 1930s, 
the income share of the richest 1 per cent fell slightly, to 19.9 per cent in 1939. Van 
Leeuwen and Földvári (2016) confirm the high levels of inequality during the first 
half of the twentieth century. By estimating the expenditure Gini coefficients, this 
study finds that the overall inequality and rural-urban inequality rose rapidly be- 
tween 1925 and 1939. Indonesias overall inequality then declined between 1942 
and 1959, with the effects of the war and the withdrawal of the Netherlands being 
the potential drivers of this change. Despite a decline in expenditure Gini during 
this period, it continued to be high, recorded at 51 in 1959. 

High levels of inequality were also apparent between businesses, and this type 
of inequality had ethnic dimensions. During the first decade after independence 
in 1945, the private Indigenous capitalists struggled to compete against larger 
foreign firms and Chinese Indonesians. The government made efforts to fos- 
ter the growth of Indigenous firms, yet its preferential support measures were 
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often insufficient and inconsistent. While siding with Indigenous capitalists was 
important for maintaining political stability, the government continued to rely 
on foreign companies and Chinese Indonesians with capital and technology to 
sustain economic growth. This trend continued even during the period of strong 
economic nationalism and state-centred development between the late 1950s and 
the mid-1960s. While on the surface it was the conflict between the military and 
the communist party that was a primary cause in ending the Soekarno regime in 
1967, the continuation of high levels of inequality and slow economic growth had 
gradually been weakening the regime's legitimacy over the previous two decades 
(Robison 1986: 36-98). 


4. Economic development between c. 1960 and c. 2010 


4.1 Structural transformation: from industrialization 
to tertiarization 


The role of the manufacturing sector has transformed in Indonesia over the past 
five decades. This subsection first discusses Indonesia’s industrialization before 
the Asian Financial Crisis. During this period of ‘upgrading industrialization, the 
government policy focus shifted from import substitution during the 1970s and 
the early 1980s to export orientation during the late 1980s and the 1990s. The lat- 
ter half of this subsection discusses how structural transformation became less 
growth-enhancing while Indonesia went through ‘stalled industrialization’ and 
tertiarization after the crisis (Figure 3.1; see Kim et al. 2020: Figures 4-6)." 

Section 3. Economic history up to c. 1960 demonstrated that Indonesia had 
not begun modern structural transformation during the first six decades of the 
twentieth century. During the following decade or so, the Indonesian economy 
continued to depend heavily on natural resources. When Soeharto took over the 
control of the country in the mid-1960s, Indonesia’s economy was in a dire situa- 
tion. Therefore, rather than searching for direct methods of stimulating structural 
transformation, the immediate goal of the new regime under Soeharto was to sta- 
bilize the macroeconomic conditions. The government succeeded in calming the 
economic situation in the second half of the 1960s, after adopting liberalization 
measures and opening doors to foreign investors. 

Using the 10-Sector Database of the GGDC, we find that agriculture dominated 
the economy and occupied approximately 35 per cent of value added at constant 
2005 prices during the 1960s (Timmer et al. 2015: 65-83). The mining sector ac- 
counted for approximately 20 per cent of value added during the 1960s and was 
boosted during the oil boom of the 1970s. The merchandise exports-GDP ratio 


1 This subsection builds on Section 3 of Kim et al. (2018). 


KYUNGHOON KIM, ETAL. 5l 


expanded rapidly from the early 1970s, and the share of fuel in total exports stayed 
above two-thirds for most years during the 1970s. The manufacturing sector was 
still in its infancy in the 1960s. At this time, the future trajectory of structural 
transformation continued to remain uncertain. 

Then, the value-added shares of the agricultural sector and the mining sector 
began to decline from the late 1960s and the late 1970s respectively, and Indone- 
sia’s modern structural transformation and urbanization began. The growth of the 
manufacturing sector accelerated in the mid-1970s and contributed to the rapid 
economic development of the following two decades. The value-added share of the 
manufacturing sector increased from 11.6 per cent in 1975 to 27.9 per cent in 1995. 
The rise in the manufacturing sector’s employment share was also notable—from 
7.9 per cent in 1971 to 13.4 per cent in 1995. With the rise in the manufac- 
turing value-added and employment shares, Indonesia experienced a period of 
‘upgrading industrialization. 

The manufacturing sector grew between the mid-1970s and the mid-1980s, 
along with the government's protectionist measures, import substitution poli- 
cies, and significant state investments in manufacturing and infrastructure using 
revenues from oil exports. The government was a central investor in resource 
processing and capital-intensive industries. One notable feature in Indonesia's eco- 
nomic development during the oil boom is that the country did not suffer much 
from the Dutch disease because its policymakers seriously considered the impor- 
tance of macroeconomic stability, structural transformation, and balanced growth 
(Lewis 2005: 106-112; Usui 1997). 

However, the development strategy centred on active government interven- 
tion became unsustainable with the decline in international oil prices from the 
mid-1980s. Other international factors, such as the increase in the relative value 
of Indonesia’s debt after the appreciation of the yen and a rise in global real in- 
terest rates, also put pressure on Indonesia’s current account and fiscal position. 
In these circumstances, the Indonesian government took a decisive step to lib- 
eralize the economy. The rapid expansion of the manufacturing sector from the 
mid-1980s onwards was therefore related to a series of economic reform policies 
adopted by the government, including the restructuring of customs services and 
the lifting of foreign investment restrictions (Aswicahyono et al. 1996; Fane 1999; 
Feridhanusetyawan and Pangestu 2003). 

During this period, there was a rise in export-orientated investment from 
higher-income Asian economies (see Chapter 2 for the discussion of these 
economies’ structural transformation), whose companies sought potential indus- 
trial bases with low-cost labour as wages in their home countries increased. These 
companies were attracted to the economic liberalization policies adopted by the 
Indonesian government in the mid-1980s (Thee 1991). Further, the Plaza Accord 
in 1985 and Indonesia's currency devaluations in 1983 and 1986 had an important 
impact in making Indonesia more competitive in terms of labour costs. Asa result, 


52 STRUCTURAL TRANSFORMATION AND INCLUSIVE GROWTH 


Indonesia, having already built significant physical infrastructure in the 1970s, 
became an attractive place for foreign direct investment (FDI). Furthermore, the 
withdrawal of privileges from the North-East Asian economies in 1988 under the 
US General System of Preferences induced with even greater force the relocation 
of capital from North-East to South-East Asia. 

Fujita and James (1997) show that a large increase in employment in the 
manufacturing sector from the 1980s onwards was due to the rapid growth of 
export-orientated industries. In particular, labour-intensive light manufacturing 
segments recorded impressive growth in output and created a large number of jobs. 
The manufacturing sector’s share in merchandise exports also expanded rapidly 
from the early 1980s to the mid-1990s. Jacob (2005) shows that the surge in manu- 
facturing exports was driven by resource-intensive manufacturing, including food 
and wood products, and labour-intensive manufacturing, such as garments and 
textiles. 

However, the economic liberalization measures failed to put Indonesia on a sus- 
tainable path. At the end of the 1990s, it faced one of the most severe crises in its 
modern economic history, with a massive capital withdrawal from the country. 
The GDP growth rate plummeted to —13.1 per cent in 1998 and the economic re- 
covery was slow, with GDP in constant prices reaching the pre-crisis peak only 
in 2003. 

During and after the Asian Financial Crisis, the president’s family businesses 
and private oligarchs were identified as the central culprits. Indonesia's oligarchs, 
many of whom were Chinese Indonesians with massive wealth and links with the 
dictator, had seen their businesses grow rapidly over the previous three decades. 
The Soeharto regime relied on the oligarchs to drive economic growth and provide 
political funding, especially during periods of fiscal difficulty. In return, the gov- 
ernment offered them lucrative deals and subsidized credit and inputs. At the same 
time, Chinese Indonesian businesses depended heavily on the Soeharto regime, as 
they continued to be socially and politically vulnerable (Robison 1986: 271-277). 

Economic liberalization from the mid-1980s provided Chinese Indonesian 
businesses with an environment for rapid growth. By this time, they had built a 
strong corporate and financial foundation that enabled them to compete against 
foreign firms. Also, strong financial power and political connections made Chinese 
Indonesian businesses an attractive partner for foreign investors during the liber- 
alization period (Chua 2008; Robison and Hadiz 2004). Furthermore, Soeharto’s 
children started to enter the business scene, while Indigenous capitalists became 
increasingly marginalized (Fukuoka 2015: 425-426). 

During liberalization, the oligarchies expanded investment, often in rent-heavy 
industries, by sourcing external finance. As many conglomerates owned their own 
banks after the banking sector deregulation of the 1980s, channelling finance for 
their business expansion was not difficult. Also, the oligarchs’ political connections 
meant that they could bypass financial sector rules, which were insufficient in 
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any case, to allow their businesses and banks to take excessive risks. From the 
early 1990s, the foreign borrowing of Indonesian banks and private companies 
increased rapidly (Suhaedi and Wibowo 2011: 111-118). A large proportion of the 
increase in foreign debts was short-term loans (Radelet et al. 1998: 25-26). Large, 
foreign short-term debts made the Indonesian economy particularly vulnerable to 
financial panic. Financial liberalization also meant that moving capital out of the 
country had become easier for both domestic and foreign investors. The financial 
bubble and investment frenzy came to an end with the 1997 financial crisis, which 
involved rapid capital withdrawals and a substantial depreciation of the rupiah. 

The economic turmoil, combined with political uncertainty after the end of Soe- 
harto’s thirty-two-year-long rule, destabilized Indonesias business environment. 
The country’s net FDI inflow was negative for four consecutive years. A lack of 
international capital had a significant impact on Indonesia’s manufacturing sec- 
tor, in which foreign companies had played an important role. After the crisis, the 
government embarked upon another wave of economic liberalization under the 
auspices of the International Monetary Fund (IMF). 

During the 2000s, the manufacturing sector failed to return to the long-term 
growth experienced between the 1970s and the mid-1990s. After reaching a peak 
of 28.4 per cent in 2001, the value-added share of the manufacturing sector de- 
clined to 25.4 per cent in 2006 and flattened out. The manufacturing employment 
share declined from 13.1 per cent in 1997 to 11.3 per cent in 1998 and averaged 
12.4 per cent up to 2012, with small annual fluctuations. In other words, Indonesia 
went through ‘stalled industrialization. Further, the share of manufacturing goods 
in merchandise exports declined rapidly following the Asian Financial Crisis. Due 
to weak manufacturing exports, combined with a rapid expansion of fuel imports, 
Indonesia’s trade balance deteriorated during the 2000s. 

However, the downturn of the manufacturing sector’s value-added share can- 
not be solely attributed to the Asian Financial Crisis. There were already signs 
of slowdown in the manufacturing sector prior to the crisis. Szirmai (1994) and 
Timmer (1999) show that the productivity growth of Indonesia's manufactur- 
ing sector accelerated from the mid-1980s, but the pace did not match that of 
other industrializing economies in Asia. A number of studies recommended that 
the government deepen and broaden Indonesia’s manufacturing base in the mid- 
1990s to make manufacturing-led structural transformation sustainable (Thee 
2006). However, Indonesias manufacturing sector continued to be concentrated 
in few labour-intensive and resource-based segments, in which global competition 
intensified with the entry of new contestants such as China during the 2000s. 

Since the Asian Financial Crisis, the shares of two other industrial sectors— 
namely, the electricity, gas, and water supply sector (henceforth, utilities) and 
the construction sector—expanded, although their initial sizes were relatively 
small. The value-added share of the mining sector continued to decline, while the 
employment share averaged 1.0 per cent without much change during this period. 
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Next, we take a look at the growth pattern of the services sector since the 
1960s. The value-added share of the services sector remained at approximately 
30 per cent in the 1960s and 1970s. The services sector’s value-added share only be- 
gan to expand substantially during the 1980s after two decades of limited change: 
it increased from 30.9 per cent in 1980 to 36.1 per cent in 1990 and remained at ap- 
proximately this level until the Asian Financial Crisis. The growth of services was 
led by the finance, insurance, real estate, and business services (henceforth, busi- 
ness services) sector in this period. The Indonesian government carried out major 
reforms in the banking industry in 1983 and 1988, and deregulation invigorated 
investments in finance-related sectors. The wholesale and retail trade, hotels, and 
restaurants (henceforth, trade services, included in ‘non-business services’) sector 
also showed significant growth. 

Following the Asian Financial Crisis, Indonesia’s services value-added share 
increased rapidly from 34.8 per cent in 2000 to 43.8 per cent in 2012, with a contin- 
uation of urbanization. The transport, storage, and communication (henceforth, 
transport services, included in ‘non-business services’) sector grew particularly 
rapidly. This sector’s explosive growth can partly be attributed to regulatory reform 
in the telecommunications sector, which attracted large investments, and rising 
mobile phone and internet penetration in Indonesia. Trade services also recorded 
resilient growth. The community, social, and personal services (henceforth, per- 
sonal services, included in ‘non-business services’) sector showed impressive 
growth during the 2000s after three decades of steady decline. Business services’ 
share shrank by nearly one-quarter after the Asian Financial Crisis but began to 
recover in the early 2000s. The services-led structural transformation coincided 
with consumption-driven economic growth in Indonesia. During this period, the 
economically secure population and the middle class residing in urban areas ex- 
panded, and their ability to increase discretionary spending led to a rapid growth 
in demand for consumer services (Oberman et al. 2012). 

The services sector’s central role in the recent structural transformation is also 
evident in terms of employment. The long-term shift in the composition of sectoral 
employment was disrupted during the Asian Financial Crisis and its aftermath. 
The long-term trend of the declining employment share of the agricultural sector 
was halted between 1997 and 2005 as the crisis forced a considerable number of 
workers back into agriculture. During the crisis, a large number of workers in the 
industrial sector lost jobs and the lay-offs were particularly severe in manufactur- 
ing. When structural transformation began again in the mid-2000s, the services 
sector saw a rapid expansion in employment. The employment share of trade ser- 
vices and personal services increased rapidly, and the increase in business services 
was also significant, albeit from a low level. During this period, the manufacturing 
employment share plateaued. 

The change of the main engine of structural transformation, and more specif- 
ically the expansion of the services sector in terms of both value added and 
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employment, has had an important impact on Indonesia’s economic growth. 
Labour productivity growth declined in Indonesia from 4.5 per cent per annum 
during 1985-1996 to 3.1 per cent per annum during 1999-2012 (see Kim et al. 
2020: Figure 7). Furthermore, the share of the contribution of structural trans- 
formation to labour productivity growth shrank from 39.2 per cent to 29.8 per 
cent. These trends were caused by changes of the leading sectors in structural 
transformation. 

Figures 3.4a and 3.4b show that the manufacturing sector recorded a simultane- 
ous rise in both relative productivity and employment growth during 1971-1985 
and 1985-1996. Construction and utilities and business services also showed a 
similar trend, yet their employment share was significantly smaller than that of the 
manufacturing sector. In comparison, all the economic sectors with higher-than- 
average labour productivity failed to experience a simultaneous rise in relative 
productivity and employment share in the most recent period (Figure 3.4c). The 
manufacturing sector saw both its relative productivity and its employment share 
decline between 1999 and 2012. The relative labour productivity of construction 
and utilities and business services also declined during this period. Non-business 
services saw a rapid expansion of its employment share, but this sector had labour 
productivity lower than that of the overall economy. 

In sum, Indonesia’s economic growth has lost dynamism compared with the 
past, as the manufacturing sector has stopped playing a central role in structural 
transformation. From the late 1990s, services drove Indonesia’s structural transfor- 
mation, with the services shares in value added and employment growing rapidly. 
However, the services subsectors that have led employment generation since the 
Asian Financial Crisis have so far displayed weak capacity to drive productivity 
growth. If the recent trends in structural transformation and productivity growth 
continue, it would be difficult for Indonesia to follow in the footsteps of the region’s 
leading economies (see Chapter 2). 


4.2 Inclusive growth: declining poverty amid waves of inequality 


Inequality in Indonesia increased between the mid-1960s and the mid-1970s 
(see Kim et al. 2020: Figure 9). This period coincided with a period of slow growth- 
enhancing structural transformation (‘Cliff 1’ in Figure 3.2). Van der Eng (2009) 
suggests that the increase in inequality during this period may have been due 
to an increase in urban workers’ skills premium, which was in turn caused by 
import substitution policies aimed at developing capital-intensive sectors. In con- 
trast, from the mid-1970s, inequality declined for around a decade, and then the 
Gini coefficient was relatively stable between the end of 1980s and the end of 
1990s, before suddenly declining in 1999. Low levels of inequality may be due to 
the positive effects of the government's agricultural development strategy starting 
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Fig. 3.4 Changes in employment share and relative productivity by sector, Indonesia, 
1971-1985 (a), 1985-1996 (b), 1999-2012 (c) 


Notes: (i) Business services are financial intermediation, renting, business activities; non-business 
services are (a) wholesale and retail trade, repair of motor vehicles and motorcycles, personal and 
household goods, hotels and restaurants; (b) transport storage and communications; (c) public 
administration, defence, education, health, and social work; and (d) other community activities, 
social and personal services activities, and activities of private households. (ii) Sectors with labour 
productivity higher than the economy-wide average labour productivity that experienced an increase 
in their employment share are in bold. 

Source: authors illustration based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 
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to appear from the 1970s. Van der Eng (2009) notes that, thanks to large pub- 
lic expenditure and investment on rural development, agricultural productivity 
improved, along with a large increase in agricultural employment, although the 
share of agriculture in total employment continued to decline. Another factor that 
may have caused the decline in inequality is the expansion of labour-intensive 
manufacturing from the mid-1980s, which generated a substantial number of 
jobs (Downhill in Figure 3.2). In sum, Indonesia avoided Kuznetsian tension be- 
tween the mid-1970s and the mid-1990s, during which time it experienced rapid 
growth-enhancing structural transformation. 

The increase in inequality from the early 2000s to early 2010s (‘Cliff 2’ in 
Figure 3.2) cancelled out much of the decline in income inequality that Indonesia 
had experienced in the previous two decades. Yusuf et al. (2014: 251-252) suggest 
that there are three potential reasons for the rise in inequality in the post-crisis pe- 
riod: (i) the global commodities boom, which benefited mine owners and richer 
rural households disproportionately; (ii) the combination of stricter labor market 
regulations and a lack of formal employment generation; and (iii) the large propor- 
tion of regressive fuel subsidies in fiscal spending. Additionally, the World Bank 
(2014c) points out that the rising inequality during this period may be related to 
(i) richer households’ access to assets; (ii) an increasing capital share and a de- 
clining labour share in national income; and (iii) a rise in wage inequality driven 
by a growing gap in returns to education. Finally, Akita (2017) demonstrates that 
while a decline in urban-rural education disparity contributed to reducing ex- 
penditure inequality, the expansion of higher education in urban areas may have 
been a key causal factor in raising expenditure inequality during the 2000s, as 
it increased both between educational groups and within the tertiary education 
group. 

Next, we take a look at the trends in poverty. During the 1970s and 1980s, 
Indonesia experienced a notable poverty reduction. In a survey of studies on di- 
verse poverty measures, Booth (1993: 69) notes that between the late 1960s and 
the late 1980s, ‘whatever the poverty lines used and whatever the means adopted 
to adjust it for inflation, there seems to be little doubt that the proportion of the 
population living below the poverty line ... declined in both urban and rural ar- 
eas. By taking a closer look at this period and extending the period to the 1990s, 
Booth (2016: 160-166) argues that economic growth became more pro-poor over 
time. Indonesia experienced economic growth that was more broad-based be- 
tween 1976-1996 compared to 1966-1976. The potential drivers of broad-based 
growth were: (i) the government’s rural development programmes; (ii) protection 
of poverty-related spending during the 1980s; and (iii) structural transforma- 
tion that was led by labour-intensive sectors such as manufacturing, construction, 
trade, and transportation (Booth 2016: 165-166). It is also worth noting the gov- 
ernment efforts to improve education services from the 1970s onwards, with a 
particular focus on primary education (Booth 2016: 79; Duflo 2001). 
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Indonesia experienced a sudden increase in the poverty rate during the crisis 
period of the late 1990s. After a sudden increase towards the end of the 1990s, 
Indonesias poverty rates began to decline again (see Kim et al. 2020: Figure 10). 
The poverty rate at the US$1.90 poverty line declined rapidly from 66.6 per cent in 
1998 to 9.4 per cent in 2014 and the poverty rate at the US$3.20 poverty line from 
90.2 per cent to 37.9 per cent. This rapid decline in poverty was despite Indonesias 
structural transformation losing dynamism and its overall economic growth slow- 
ing down during this period compared with the period before the Asian Financial 
Crisis. Suryahadi et al. (2012) compare the effects on poverty reduction of growth 
in value added in urban industry, urban services, rural agriculture, and rural ser- 
vices for 1984-1996 and 2002-2008. This research finds an increase in growth 
elasticities to poverty in the latter period. It demonstrates that urban services, fol- 
lowed by rural services, had the greatest effect on both rural and urban poverty 
reduction, and that the effect became stronger in the latter period. 

While the services-centred structural transformation after the Asian Finan- 
cial Crisis led to slower economic and productivity growth and coincided with 
a rise in inequality, there is no evidence to suggest that the power of economic 
growth to reduce poverty weakened. However, it is important to highlight that the 
poverty rates at higher thresholds have been stubbornly high. The poverty rate us- 
ing the US$10.00 threshold has only declined slightly in the past two decades, and 
was recorded at 85.9 per cent in 2017. Moreover, if medium-paced growth and 
high inequality continue, then poverty reduction is expected to be much more 
challenging. 


5. Development challenges and policies under democracy 
5.1 Political economy and the developer’s dilemma 


Indonesias political economy, and more precisely the politics of economic and 
social policymaking, has changed markedly since the late 1990s, when Indonesia 
became a democracy. When the democratic era began in Indonesia, the gov- 
ernment initially focused on improving social protection provision and then 
gradually strengthened state activism with the aim of reviving growth-enhancing 
structural transformation. However, the process of strengthening state economic 
activism has been complex. Under the democratic political system, there has 
been strong competition among stakeholders, who prioritize different develop- 
ment goals. The government’s annual fiscal allocation has also been influenced 
by the political schedule. Under the current system, whenever there are opportu- 
nities for the government to expand discretionary spending, the administration 
is pulled in different directions by stakeholders prioritizing diverse development 
programmes (see, e.g. Kim 2021). The growth-focused stakeholders point out the 
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detrimental effects of lethargic structural transformation, while the equity-focused 
stakeholders emphasize Indonesias low social spending compared with that of 
other middle-income countries. The precise balance of fiscal spending between 
these two broad goals will depend on voters’ views on development priorities and 
also on the political power of different stakeholders in the policy process. 

A more fundamental problem exists in Indonesia that limits the degree of state 
activism in dealing with development challenges. Indonesia’ fiscal spending is 
low, as a percentage of GDP or in per capita terms, in major development areas 
such as infrastructure, health, and education.” The problem is not necessarily the 
small share of development spending in the total budget but the size of the fiscal 
budget itself. The government is legally required to allocate at least 20 per cent 
and 5 per cent of the total budget to education and health, respectively. From 
the mid-2010s, it has substantially reduced fuel subsidies and increased infras- 
tructure investment. While further restructuring of the budget composition could 
make government policies more developmental, the key problem that constrains 
state activism is Indonesias weak fiscal capacity. Although Indonesias govern- 
ment debt-to-GDP ratio has stabilized around a relatively low level of 30 per 
cent, the government cannot substantially expand development spending with- 
out larger fiscal revenues due to the fiscal rule that caps its annual fiscal deficits at 
3 per cent of GDP. Given these circumstances, the ability to pursue development 
policies depends on how much the government can expand fiscal revenues. In- 
donesia’s government revenue and expenditure as a share of GDP are among the 
lowest in major developing countries, and are also low considering the country’s 
income level (see Kim et al. 2020: Figure 15). Without substantially expanding fis- 
cal revenue, the Indonesian government will have limited resources with which to 
stimulate growth-enhancing structural transformation and inclusive growth. 

Finally, it is important to highlight the continued influence of the oligarchs, 
many of whom strove during the Soeharto era, survived the Asian crisis, and 
have flourished over the past two decades. Robison and Hadiz (2017) argue that 
the oligarchs, who hold massive material wealth, continue to influence Indone- 
sia’s economic policies and how government resources are allocated. They suggest 
that the recent economic protectionism has been the government's response to 
oligarchs’ demands. From this viewpoint, the government's goal is understood as 
prioritizing the growth of oligarchs’ wealth rather than providing public goods and 
stimulating national development. At the same time, the influence of the demands 
of median voters on the government's development strategy cannot be overlooked. 
in a democratic Indonesia which holds regular elections. Considering these issues, 
the future trajectory of Indonesia's structural transformation and inclusive growth 


? See World Bank (2013) on infrastructure spending, World Bank (2014a) on health spending, and 
World Bank (2018) on education spending. 


60 STRUCTURAL TRANSFORMATION AND INCLUSIVE GROWTH 


will depend on whether, and how, the government aligns the interests of oligarchs, 
political elites, and the voters. 

The rest of this section reviews some of the major policies that the government 
has adopted to fix the patterns of structural transformation and inclusive growth 
over the past decade within this changed policymaking environment. 


5.2 Structural transformation policies 


In this section, we first extend the analysis of structural transformation to the most 
recent period using the data on value added in constant 2010 prices and employ- 
ment from Indonesia’ central statistics office. We find the following trends during 
2010-2017. First, structural transformation has continued, with the agricultural 
sector’s value-added share declining from 14.3 per cent in 2010 to 13.2 per cent 
in 2017 and its employment share declining from 38.3 per cent to 29.7 per cent. 
Second, the stagnation of the manufacturing value-added and employment shares, 
or ‘stalled industrialization, has continued. The value-added and employment 
shares averaged 22.3 per cent and 13.4 per cent, respectively, between 2010 and 
2017, with no clear upward or downward trend. The relative productivity of the 
manufacturing sector continued to decline in this period. Third, services-led 
structural transformation has continued, with the value-added share increasing 
from 41.8 per cent in 2010 to 45.0 per cent in 2017 and the employment share from 
42.3 per cent to 48.1 per cent. This expansion, again, was led by services subsectors 
with relatively low productivity, namely trade services and personal services. 
From the late 2000s onwards, the Indonesian government began to strengthen 
state economic activism with the aim of stimulating structural transformation. The 
aim has been to move away from ‘stalled industrialization’ towards ‘upgrading 
industrialization. The key aspects of Indonesia’s economic development strat- 
egy during the 2010s are as follows. First, the government has adopted various 
non-tariff measures and investment regulations to support or protect Indonesias 
lagging sectors such as resource-processing and labour-intensive manufactur- 
ing industries (Hardum and Halim 2016; PwC Indonesia 2018a). Second, while 
strengthening regulations in certain sectors, the government has also implemented. 
liberalization measures in others in order to attract private investment. Between 
September 2015 and November 2018, the government adopted sixteen sets of 
stimulus packages, which mostly contained plans to open up the Indonesian econ- 
omy and streamline bureaucratic procedures in order to accelerate the investment 
process (Indonesia Investments 2018; PwC Indonesia 2018b). Third, the govern- 
ment started to directly lead infrastructure development during the second half 
of the 2010s. The Indonesian government increased infrastructure investment 
significantly after cutting the fuel subsidies that had burdened the fiscal budget 
of previous administrations. It also actively mobilized state-owned enterprises 
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to invest in and construct infrastructure and expanded development financial 
institutions—so-called development banks—to finance projects (Kim 2020; World 
Bank 2017a). 

In sum, the pattern of structural transformation during the 2010s has not 
changed much from that of the previous decade. Therefore, medium-paced eco- 
nomic growth has continued. The Indonesian economy is yet to see the effects of 
the government's strategy to improve the overall pattern of structural transforma- 
tion or to achieve ‘upgrading industrialization. 


5.3 Inclusive growth policies 


Around the mid-2010s, there was a meaningful change in Indonesia's inequality 
trend. The rising trend in inequality ended in the early 2010s and the Gini coeffi- 
cient stabilized during the first half of the 2010s. The data between 2013 and 2017 
suggest that the trend may even have reversed: the gross income Gini coefficients 
declined by 0.54 points (see Kim et al. 2020: Figure 9). Poverty reduction has con- 
tinued, and considering the recent pace of this, it would be reasonable to expect 
Indonesia to be close to eradicating extreme poverty at the US$1.90 poverty line by 
2030. Yet reducing poverty rates at higher thresholds would be most challenging, 
especially if inequality stays high. 

The government has also been strengthening its role in stimulating inclusive 
growth. First, an array of social assistance programmes has been implemented 
since the 2000s. As the public debt position began to stabilize in the mid-2000s, 
the government started to expand fiscal spending on social assistance programmes 
(see Kim et al. 2020: Figure 16). On annual average, the size of central govern- 
ment expenditure (in real terms) on social assistance programmes increased from 
29.7 trillion rupiah in 2005-2009, to 37.2 trillion rupiah in 2010-2014, to 55.5 tril- 
lion rupiah in 2015-2016. Steps were taken to shrink large, untargeted subsidies 
during the 2010s, and the saved fiscal resources were redirected to several tar- 
geted programmes, suchas health insurance for the poor and cash transfer for poor 
and at-risk students (World Bank 2017b). Second, the Indonesian government has 
been trying to support the poor by expanding health coverage. The government 
institutionalized the single-payer insurance administrator and the unified national 
health insurance programme in 2014 and set a goal to expand coverage to the 
entire population by 2019 (Pisani et al. 2017; World Bank 2014b, 2015). Third, 
many infrastructure projects that were implemented during the second half of the 
2010s were aimed at solving regional inequality. While criticism continues that 
infrastructure development is Java-centric, the government has also focused on in- 
frastructure projects outside Java, such as the Trans-Sumatra toll road. Also, it has 
implemented various programmes such as ‘One Fuel Price’ and ‘Bright Indonesia’ 
to reduce the price gap between regions (Kim 2021). 
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Indonesias future inclusive growth will depend on how rapidly government 
spending on social programmes can expand, and on these programmes’ ability to 
target the poor. Significant improvements seem necessary, as the ability of Indone- 
sias fiscal policy to reduce inequality in the early 2010s lagged behind that of many 
developing countries (World Bank 2016). Also, whether the Indonesian economy 
will experience broad-based, growth-enhancing structural transformation will de- 
termine inequality and poverty trends. Dynamic structural transformation that 
creates a large number of formal jobs in high-productivity sectors could contribute 
to bringing down the poverty rates at higher thresholds that have shown a relatively 
smaller decline in recent decades (see Kim et al. 2020: Figure 12-14). 


5.4 Looking ahead 


We end this section by highlighting some of the key issues that are expected to in- 
fluence the future trajectory of Indonesia’ structural transformation and inclusive 
growth. First, as China tries to shift towards ‘advanced industrializatior’ that relies 
more on capital-intensive, as opposed to labour-intensive, manufacturing sectors, 
South-East Asian economies, including Indonesia, must compete to attract the 
bulk of the manufacturing investment that is seeking low-cost production bases. 
Several countries in the region that have experienced ‘stalled industrialization’ in 
recent decades view this as an opportunity to stimulate growth-enhancing struc- 
tural transformation (see Chapter 2, this volume). The most practical option to 
achieve this over a short period may be to join the global value chain (GVC). How- 
ever, the Indonesian government should remember that the effects on sustainable 
industrialization and inclusive growth of relying on the GVC are uncertain. There- 
fore, it should actively negotiate terms with multinational companies in the short 
term, while seeking ways to build strong domestic industries in the longer term. 
Second, the Indonesian government views rural-urban inequality as a structural 
problem that small-scale policies will struggle to solve. Therefore, it has floated the 
idea of relocating the capital city from Java to Kalimantan. While the motivation 
seems to be clear, there are many uncertainties regarding the actual effects on in- 
equality, as Jakarta would remain the economic centre of the country for decades 
to come. Research on these issues will improve our understanding of the future 
patterns of structural transformation and inclusive growth in Indonesia. 


6. Conclusions 
Its remarkable performance in structural transformation and inclusive growth 


between the 1970s and the first half of the 1990s made Indonesia one of the 
eight high-performing Asian economies that the World Bank (1993) touted as a 
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miracle. For two decades from the mid-1970s onwards, Indonesias growth- 
enhancing structural transformation was dynamic, with the manufacturing sector 
driving productivity and employment growth. The poverty rate declined sig- 
nificantly, with declining or low and stable inequality. The Kuznetsian tension 
(Kuznets 1955) was weak and the economic situation was benign. In compari- 
son, the post-Asian Financial Crisis period saw structural transformation losing 
dynamism, with relatively low-productivity services subsectors soaking up many 
workers. The inequality level increased until the mid-2010s, returning to a level 
similar to that recorded in the mid-1970s. Poverty has declined notably, but it 
could have fallen faster if inequality had not risen as rapidly as it did during the 
2000s. The Kuznetsian tension was also weak during this period but the economic 
situation was much adverse compared to the previous period. 

In response to the recent trends in structural transformation and inclusive 
growth, the Indonesian government began to take a stronger role in tackling de- 
velopment challenges during the 2010s. The ultimate goal is to turn the structural 
transformation and inequality trends of the past two decades, which can be de- 
scribed as a ‘cliff? into a ‘downhill’ similar to the one that Indonesia experienced 
between the mid-1970s and the mid-1990s (Figure 3.2). To achieve this, the gov- 
ernment needs a strategy to create more formal jobs through the expansion of 
high-productivity activities. While this strategy is important in terms of structural 
transformation and inclusive growth, it could also have a positive effect on rais- 
ing the government revenue that is much needed in order to pursue development 
policies. 
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Getting Rich and Unequal? 


Structural Transformation, Inequality, and Inclusive 
Growth in China 


Yanan Li and Chunbing Xing 


1. Introduction 


Economic growth is often accompanied by significant structural transformation, 
the pattern of which, to a large extent, determines its inclusiveness.’ For example, 
some developing countries that have experienced tertiarization without fully de- 
veloped industrialization (i.e. premature tertiarization) tend to have high levels of 
inequality and poor performance in poverty reduction (Rodrik 2016; Felipe et al. 
2018). In contrast, the decrease in inequality and the rising living standards of 
a growing middle class in some industrialized countries are often attributed to 
a growing manufacturing sector. China is an important case of a country which 
has experienced record high economic growth and significant structural trans- 
formation over the past four decades. Its aggregate economy increased fivefold 
between 1978 and 2016, and its gross domestic product (GDP) per capita in- 
creased by twenty-one times. Behind this lie significant structural changes, rising 
income inequality, and great success in poverty reduction. Examining the inter- 
linkages between these aspects is our major task in this chapter, which provides 
valuable lessons for other developing countries and will be important for China’s 
policymaking when its growth slows down. 

First, we document China’s structural transformation across several dimen- 
sions. We show a significant decline in the low-productivity primary, or agri- 
cultural, sector and sizeable increases in the secondary and tertiary sectors. 
Meanwhile, the Chinese economy has become more export orientated, urban 
concentrated, and skill biased. These changes are supported by increased pro- 
ductivity in rural China, restructuring of ownership in urban areas, urbanization 
(rural-urban migration), and China's entry into the World Trade Organization 
(WTO). 


1 We acknowledge the constructive suggestions from Andrew Sumner and the help on the figures 
from Kyunghoon Kim. All errors are our own. 
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We then show the trends in employment, inequality, and inclusiveness. China’s 
economic growth is largely inclusive, with impressive success in poverty reduction 
due to increased productivity in rural and urban areas, relaxation of the restric- 
tions on labour mobility, and increased opportunities for education. These changes 
have increased job opportunities for rural residents with low levels of education 
and have ensured that more people can benefit from a modernized economy. We 
also show that income inequality first increased significantly during the structural 
transformation and then seems to have plateaued since the late 2000s. However, we 
do not have convincing evidence that China’s inequality will move to the down- 
ward segment of the Kuznetsian curve soon. We discuss related public policies 
during this period and analyse the political economy of structural transformation, 
inequality, and poverty reduction. 


2. Trends in China’s structural transformation after 1978 


In this section, we discuss China's structural transformation during the reform pe- 
riod. During this period, China witnessed record economic growth. Between 1978 
and 2016, the Chinese economy grew by a multiple of thirty-two times. China not 
only continued to transform from an agricultural to an industrialized economy; it 
also transitioned from a planned economy to a socialist market economy. Major 
reforms were first carried out in rural areas, which were followed by major re- 
form measures in urban areas. We divide the reform period into three sub-periods 
(1978-91, 1992-2001, and 2002-present) to facilitate our discussions. 


2.1 Trends of sectoral value-added and employment shares 


Using the Groningen Growth and Development Centres (GGDC’s) 10-Sector 
Database (Timmer et al. 2015), the two graphs in Figure 4.1 show that labour and 
resources rapidly shifted away from the agriculture to the non-agricultural sec- 
tor from 1978. In the period 1978-1991, agriculture’s share of total employment 
fell from 70.5 per cent to 59.7 per cent. Most of the reallocated workers did not 
move to urban centres. Instead, they went to work in rural industrial enterprises, 
called township and village enterprises (TVEs), which were set up by township and 
village-level governments (Zhu 2012). While the manufacturing share of employ- 
ment increased dramatically during this period, labour productivity was relatively 
steady (relative to US manufacturing productivity). In addition to manufacturing, 
non-business services (e.g. wholesale and retail, transport, public administration, 
education, and so on) also expanded and promoted the process of transformation 
from agriculture to non-agriculture. The non-business services employment share 
increased significantly from 11.3 per cent in 1978 to 18.7 per cent in 1991, as shown 
in Figure 4.1b. 
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Fig. 4.1 Value-added and employment shares by industry in China, 1960-2011 


Note: Business services: financial intermediation, renting, business activities; non-business services: 
(a) wholesale and retail trade, repair of motor vehicles and motorcycles, personal and household 
goods, hotels and restaurants; (b) transport, storage, communications; (c) public administration, 
defence, education, health, social work; and (d) other community activities, social and personal 
service activities, activities of private households. 


Source: authors’ illustration based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 
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The 1990s followed a different structural transformation path to that of the 
1980s. This period saw a slightly declining manufacturing employment share but 
a rapid increase in the share of manufacturing value added. Although industri- 
alization was still at an early stage, this transformation characteristic coincides 
with so-called ‘advanced industrialization (Kim and Sumner 2019). As shown in 
Figure 4.1a, the value-added share of manufacturing went up from 24.3 per cent 
to 34.5 per cent during the period 1991-2000, and the manufacturing employ- 
ment share decreased from 15.0 per cent to 14.5 per cent. The different trends of 
employment and value-added shares were probably driven by the restructuring 
of state-owned enterprises (SOEs), which increased labour productivity but led to 
mass lay-offs. 

Agricultural labour continued to shift into the non-agricultural sectors in the 
early 1990s and decelerated thereafter. Until 2003, the agricultural employment 
share remained at around 50 per cent. In terms of value-added shares, however, 
the manufacturing sector surpassed agriculture from 1994. With declining agri- 
culture employment and slow growth in manufacturing employment, the share of 
employment in non-business services increased from 17.9 per cent to 26.4 per cent 
in the 1990s. 

China's structural transformation entered a new era in 2002, following Chinas 
entering the WTO. Driven by rapidly growing exports, the Chinese economy ex- 
perienced a manufacturing boom and shifted a substantial amount of agricultural 
labour to the manufacturing sector. In contrast to the earlier period, the manufac- 
turing shares of both employment and value added increased steadily. Specifically, 
the employment share grew by 4.7 percentage points (from 13.5 per cent in 2002 
to 19.2 per cent in 2010) and the value-added share rose by 1.4 percentage points 
(from 35.1 per cent in 2002 to 36.5 per cent in 2010). Thus, the economy experi- 
enced an ‘upgrading industrializatiom during this period (Kim and Sumner 2019). 
Still, the manufacturing employment share outgrew the value-added share, high- 
lighting the labour-intensive nature of China’s manufacturing sector in the 2000s. 
Non-business sectors further developed during this period. The services sector’s 
share of employment increased from 27.5 per cent to 33.2 per cent from 2002 
to 2010, and the value-added share went up by 1.7 percentage points (29.7 to 
31.4 per cent). Figure 4.2 summarizes the pattern of structural transformation 
between 1978 and 2011 in China. 


2.2 Structural transformation and labour productivity 


Having observed the structural transformation trend from 1978, a closely re- 
lated question is whether the transformation is growth enhancing or growth 
reducing. As argued by McMillan et al. (2014), Asian countries have expe- 
rienced productivity-enhancing structural change, which is in contrast to the 
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Fig. 4.2 Varieties of structural transformation in China, 1978-2011 


Source: authors illustration. 


productivity-reducing structural change in Latin America and Africa. They fur- 
ther attribute the growth-enhancing effects of structural transformation in Asia 
to the fact that the labour has transferred from low to high labour-productivity 
sectors. 

To empirically examine whether this holds true for China, we split labour 
productivity growth in each period into within-sector and between-sector 
growth.” The annual labour productivity growth from 1978 to 2011 was, on 
average, 7.6 per cent, of which 2.3 percentage points were driven by between- 
sector reallocation. This suggests that the result of labour transferring from 
the lower-productivity agricultural sector to higher-productivity modern sec- 
tors was productivity-enhancing structural transformation in China. If we 
look at each economic period, the growth-enhancing structural transforma- 
tion contributed significantly to the total productivity growth in both the 
1980s and the 2000s, whereas structural transformation in the 1990s made 
a minor contribution to total labour productivity growth. The 1990s pe- 
riod was different because, as we discussed in section 2.1 it went through 
the privatization of SOEs and did not see a large increase in manufac- 
turing employment. This finding is also consistent with the growth model 


? See Figure 4 in Li and Xing (2020). 
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proposed by Song et al. (2011), who found that about 70 per cent of the total fac- 
tor productivity growth in manufacturing between 1998 and 2005 was driven by 
factor reallocation from less efficient (SOE) firms to the more efficient (private) 
ones. 

We plot changes in labour productivity against employment shares for each 
period in Figure 4.3. Figure 4.3a shows that only the business sector recorded a 
simultaneous rise in relative productivity and employment growth during the first 
period. Construction and non-business services also showed an increase in their 
employment shares, but their relative productivity decreased. The manufacturing 
sector showed a large increase in the employment share, but no increases in pro- 
ductivity compared to other sectors. In the second and third periods, no economic 
sector experienced a simultaneous rise in relative productivity and employment 
share (Figure 4.3b and Figure 4.3c). In the second period, the most striking changes 
occurred in the manufacturing sectors (Figure 4.3b). As we discussed earlier, em- 
ployment shares slightly declined despite a rise in relative labour productivity. The 
same pattern also occurred in the mining sector, which saw a rise in labour produc- 
tivity but a declining employment share. In the most recent period, manufacturing 
and non-business services produced a large number of jobs, and employment 
shares further increased, but they did not see an increase in productivity. Notably, 
in all three periods, the non-business sector remained the largest job provider in 
China, and it grew rapidly over time. This pattern is in sharp contrast to many 
countries in Latin America and South Asia, where the expanded services sector 
had large added values but limited capacity for creating jobs. 

In summary, over the past four decades, Chinas economy has experienced rapid 
structural transformation away from agriculture towards manufacturing and ser- 
vices. The contribution of manufacturing and services to the total value-added 
growth rate has been above 74 per cent since 1990.* The economic develop- 
ment has exhibited clear trends in upgrading industrialization and tertiarization. 
Since 2015, the size of agricultural employment has become smaller than the 
other two sectors, making China a ‘structurally developed’ country, according to 
the definition by Baymul and Sen (2020). During this process, China also wit- 
nessed significant restructuring of the ownership structure of the enterprises, rapid 
urbanization, and deepening integration into the world economy. 


2.3 Urbanization 
As shown, China has experienced a rapid structural transformation away from 
agriculture towards manufacturing and services in the past four decades. The eco- 
nomic development has also exhibited upgrading industrialization and tertiariza- 


tion. An integral feature of structural change in China is the rapid urbanization 


° See Figure 6 in Li and Xing (2020). 
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Fig. 4.3 Changes in labour productivity and employment share, China, 1978-2011 


Note: Sectors with higher than economy-wide average labour productivity that experienced an 


increase in employment share are in bold. 


Source: authors’ illustration based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 


2015). 
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that has taken place over the past four decades. The urban percentage of the to- 
tal population in China went up from 20.9 per cent in 1982 to 36.2 per cent in 
2000, 49.7 per cent in 2010, and 58.72 per cent in 2017. This means more than 
600 million people either migrated from rural to urban areas or were reclassified 
as urban residents due to city expansion over the period 1982-2017.* The large 
flow of rural residents into urban areas provided a sufficient labour force (at a 
competitive cost) for the economy during the economic transition period. 

China’s urbanization process has its unique feature due to the household regis- 
tration system (Hukou). Despite the seemingly high urbanization rate, there are a 
large number of rural-urban migrant workers who temporarily live in urban areas 
and do not have urban household registration (Hukou). According to the National 
Bureau of Statistics, the number of rural-urban migrant workers increased from 
under 50 million in the late 1990s to 172 million in 2017. It is a pressing issue for 
China to make sure that the large migrant population integrates well into urban 
society. Failure to do so will slow down the structural transformation, as suggested 
by many studies (Ngai et al. 2016; Tombe and Zhu 2019). 


3. Inclusive growth? Declining poverty and rising inequality 
3.1 China's great achievement in poverty reduction 


China’s structural transformation (and growth) has been largely inclusive in terms 
of the impressive success in poverty reduction. China experienced a relatively long 
period of a boom in low-cost manufacturing, which provided substantial labour- 
intensive employment opportunities. Thus, rural residents, rural-urban migrant 
workers, and other disadvantaged groups, such as the youth, elders, and females, 
were all able to benefit from the structural transformation. 

The headcount poverty ratio by the international standard (US$1.90 a day, 2011 
purchasing power parity (PPP)) decreased from 88 per cent in 1981 to 41 per cent 
in 1999, and further to 0.7 per cent in 2015. Accordingly, by this standard, the size 
of the poor population decreased from 750 million in 1990 to 10 million in 2015. 
However, if we use the World Bank’s new poverty standard of US$3.2, then the 
poverty rate in 2015 would be 7 per cent (see Figure 7 in Li and Xing, 2020). 

If we further raise the poverty line to US$10 a day, an interesting pattern appears. 
Almost all the population (98-100 per cent) in China were living on US$10 or 
less a day before 1999. The share dropped markedly in the new century and fell 
from 98 per cent in 1999 to 80 per cent in 2010, and then to 60 per cent in 2015. 


* Natural growth in the population played a minor role because urban residents had a low fertility 
rate under the one-child policy. 
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Although living standards have improved tremendously over the past two decades, 
the majority of the population in China is still relatively poor. 


3.2 Income inequality 


While China has performed exceedingly well in poverty reduction, its economic 
growth has been far from inclusive in relative terms: the disadvantaged groups 
have lagged, while others have enjoyed faster growth in income and wealth. China's 
income inequality during the 1950s-1970s was low by historical and international 
standards. Since the beginning of the market reform process, however, income in- 
equality has increased markedly. In this section, we present evidence on the trend 
of income inequality from different perspectives and discuss its relationship with 
structural transformation. 

Evaluating inclusiveness in relative scales is more challenging as it requires com- 
plete information on the income distribution, which is demanding due to missing 
high-income observations or misreporting. First, we obtain the Gini coefficients 
of income inequality from the official source, the National Bureau of Statistics 
(NBS) of China. The NBS only released national Gini coefficients after 2003. For- 
tunately, Ravallion and Chen (2007) estimate Gini coefficients for China based 
on household surveys in both rural and urban areas conducted by the NBS be- 
tween 1980 and 2001. We combine these two sources and treat them as an official 
source. 

China's Gini coefficient was mostly below 30 in the early 1980s, close to the 
most egalitarian Nordic countries (Piketty et al. 2019). Then the most signif- 
icant increase took place between the mid-1980s and the mid-2000s, concur- 
rent with the rapid structural transformation. According to Ravallion and Chen 
(2007), China’s Gini index increased from 31 in 1981 to 45 in 2001. ‘The statis- 
tics released by the NBS suggest that the Gini coefficient kept increasing in the 
following years and reached 49.1 by 2008. In the following decade, the inequal- 
ity first declined to 46.2 in 2015 and then increased to 46.8 in the most recent 
years. 

Combining the previous discussions on structural transformation, we discuss 
the Kuznetsian tension between growth-enhancing structural transformation and 
rising inequality for each economic period (see Figure 4.4 for the pattern). In the 
early 1980s, income inequality was relatively stable, despite a fast shift of labour 
from the agricultural to the non-agricultural sectors. After 1984, however, the 
Kuznetsian tension started to appear. The gross Gini coefficient rose from 25 in 
1984 to 36 in 1990, probably driven by the privatization of state sectors and the 
burgeoning of private enterprises. 

The second period, the 1990s, witnessed a further increase in income inequal- 
ity. The structural transformation in this period was not growth enhancing. Thus, 
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Fig. 4.4 Patterns of Kuznetsian tension in China, 1978-2011 


Source: authors’ illustration. 


the Kuznetsian tension was weak, but in an adverse sense. The many business 
opportunities brought by the restructuring of the SOEs caused inequality to 
rise. Concurrent with the increasing inequality was a shrinking share of man- 
ufacturing employment with an increasing share of manufacturing value added 
(see Figures 4.5 and 4.6) and a higher share of non-business service employment 
with a stagnant value-added share (see Figures 4.7 and 4.8). Income inequal- 
ity between the coastal and inland areas, and between rural and urban areas, 
increased. 

The Kuznetsian tension became stronger in the early 2000s, following China's 
accession to the WTO. Inequality increased between 2003 and 2007, with an in- 
creasing share of manufacturing employment and value added (see Figures 4.5 
and 4.6). The Gini income coefficient reached a record high of 48 in 2007. 
As we discuss in the following, the benefits from exports were heterogeneous 
across regions, hence generating vast spatial inequality during the manufacturing 
boom. 

Since the late 2000s, inequality has shown a declining trend and the Kuznetsian 
tension seems to have weakened benignly. This trend has been documented in a 
couple of studies. Luo et al. (2018), using the China Household Income Project 
(CHIP) data, found that the Gini coefficient declined from 49.0 in 2007 to 43.3 
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Fig. 4.5 Gross income Gini and manufacturing value-added share, China, 
1964-2011 


Notes: (i) The missing Gini coefficients were calculated using linear interpolation. 

(ii) Manufacturing value-added and employment shares are five-year moving averages. 
For example, the data for 1975 is an average of data for 1971-1975. See Fig. 4.1 for the 
original data. These notes apply to Figs 4.5, 4.6, 4.7, and 4.8. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015) and UNU-WIDER World Income Inequality Database (WIID). 
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Fig. 4.6 Gross income Gini and manufacturing employment share, China, 
1964-2011 


Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015) and UNU-WIDER World Income Inequality Database (WIID). 


in 2013, after a continual increase between 1988 and 2007. Kanbur et al. (2017), 
using the China Family Panel Studies (CFPS) data, found that the Gini coefficient 
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Fig. 4.7 Gross income Gini and non-business services value-added share, 
China, 1964-2011 


Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015) and UNU-WIDER World Income Inequality Database (WIID). 
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Fig. 4.8 Gross income Gini and non-business services employment 
share, China, 1964-2011 
Source: authors calculations based on the GGDC 10-Sector Database Version 


2015 (Timmer et al. 2015) and UNU-WIDER World Income Inequality 
Database (WIID). 


decreased from 53.3 in 2010 to 49.5 in 2014, and concluded that China’s income in- 
equality has turned around and started to decline. The decline reflects the success 


$ Despite these uplifting findings, some opposite opinions exist. For instance, Xie and Zhou (2014) 
show that the Gini coefficients were increasing to very high levels between 2005 and 2012 and forecast 
an alarmingly increasing trend of inequality down the road. However, their inequality observations 
come from multiple data sources, some of which are incomparable, hence the increasing trend might 
be spurious. For example, the CFPS data tend to have higher inequality than CHIP data, and the former 
are more recent than the latter. It is hard to judge how much of the increase was real and how much 
was a result of sampling differences. 
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of numerous welfare policies targeting the low-income population during this pe- 
riod. As explained by Kanbur et al. (2017), the possible drivers of this turnaround 
are urbanization, transfer and regulation regimes, and tightening rural labour 
markets. 

However, none of the previous studies have covered the most recent years, that 
is, after 2015. In fact, according to the official data from the NBS, Gini coefficients 
slightly rebounded after 2016. Therefore, it seems too early to conclude that China 
is already on the downward segment of the Kuznets curve. 

The increase in income inequality is also manifested in other dimensions such 
as regional and rural-urban income gap, income shares owned by top income 
households, and the earnings gap between less educated and educated workers. 
Although regional income gap has declined recently, the educational gap and the 
share distribution of income has remained high; see Li and Xing (2020) for detailed 
discussions. 


4. Policies that shaped structural transformation and inclusive 
growth between 1978 and 2016 


Three underlying forces—technological change, institutional reforms, and 
globalization—have shaped the trends of structural transformation and the inclu- 
siveness of growth in China. For the first two periods of economic development 
(i.e. the 1980s and 1990s), the focus was on economic efficiency. Concurrent with 
the rapid structural transformation were rising income inequality and reduced 
poverty incidence. Since the early 2000s, the Chinese government has paid more 
attention to social equity and has aimed to achieve inclusive growth. We discuss 
the policies that shape structural transformation, inequality, and inclusive growth 
for each period. 


4.1 Rural reforms 


The first economic period, 1978-1991, can be summed up by Deng Xiaoping’s 
famous quote: ‘Let some people get rich first’ (Naughton 1993). The Chinese 
government implemented a series of reforms to get structural transformation 
started. 

The first policy was the abolition of the commune system and the establishment 
of the Household Responsibility System. The attempt to change first occurred on a 
small scale in Anhui province in 1978, with their participants (all farmers) tak- 
ing the immense risk of being punished for deviating from the orthodox. The 
new arrangement allowed rural households to have land use rights and to claim 
residuals after paying tax. Despite the political challenges in the early phase, this 
practice later won the recognition of the authority and was named the Household 
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Responsibility System, which gained considerable success. By providing incentives 
for rural residents to invest in their allocated land and utilize new kinds of tech- 
nology and fertilizer, it increased agricultural productivity growth and alleviated 
China’s subsistence food constraints, which in turn created surplus labour for later 
development in the non-agriculture sector. McMillan et al. (1989) showed that 
over 75 per cent of the measured productivity increase in China’s agriculture af- 
ter 1978 was due to the Household Responsibility System and the remainder to 
price increases. This reform signified a significant transition in Chinas economic 
model and opened a new era for the country’s agricultural economy and rural 
development. 

The second concurrent policy was allowing the entry of non-SOEs, such as col- 
lective and small-scale individual businesses. TVEs then flourished and expanded 
remarkably from the late 1980s, absorbing a large amount of surplus rural labour. 
In the early years of the reform period, the relocation of labour from agriculture 
to non-agriculture was mainly within rural areas. According to Zhu (2012), dur- 
ing 1978-1984, more than 49 million workers (19 per cent of the total work force) 
reallocated out of the agricultural sector, and most of them went to work in the 
rural industrial enterprises set up by township and village-level governments. 

In terms of inclusive growth policies, the Chinese government implemented an 
education policy that had long-standing effects—the Compulsory School Law in 
1986. It stipulated that all children over seven years had to enter primary school 
and complete the nine years of free schooling. This far-reaching policy improved 
the average education of the rural population and of females. Human capital ac- 
cumulation laid the foundation for the manufacturing boom in the 2000s. The 
Hukou system also witnessed relaxation in the mid-1980s so that rural residents 
could find employment in urban areas without changing Hukou status, but, until 
the end of this period, strict control of migration remained. 


4.2 Privatization: growth in private enterprises 


The second stage of structural transformation, between the early 1990s and 2001, 
featured the restructuring of ownership of SOEs (or privatization) in urban ar- 
eas. Before the economic reforms in 1978, SOEs accounted for 80 per cent of the 
total urban employment and more than 75 per cent of industrial output (Zhu 
2012), and such dominance had led to the low efficiency of the urban economy 
and had limited the occurrence of large-scale rural-urban migration. The situation 
persisted into the early 1990s, despite efforts to reform the urban sector.® The four- 
teenth Congress of the Chinese Communist Party (CCCP) in 1992 set up the goal 


é The main reformed areas include empowering the decision making of SOEs, increasing employ- 
ment flexibility of enterprises, and encouraging the development of non-SOEs in urban areas (Cai et al. 
2009). 
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of Chinas economic reform as establishing the socialist market economy, which 
meant that the role of non-public ownerships was officially recognized. Starting 
from 1992, the government took a series of measures to implement the owner- 
ship reform and to expand the market economy. The labour force started to be 
reallocated from the SOEs or collectively owned enterprises to the private sector 
from then, but still at a low pace. The fifteenth CCCP held in 1997 accelerated the 
process by further legalizing the development of private enterprises and by initiat- 
ing a massive restructuring of the SOEs. Between 1995 and 2001, the state sector's 
share of total employment declined from 17 per cent to 12 per cent (Zhu 2012). 
With a reduction in legal barriers, private enterprises grew remarkably. Mean- 
while, the SOE reforms also necessitated a large body of laid-off or unemployed 
workers (Appleton et al. 2002). 

The ownership reform had a far-reaching impact on urban inequality, first be- 
cause the income levels differed across enterprises of different ownerships and 
wage inequality was higher in the private than in the public sector. As increasing 
numbers of the labour force found employment in the private sector, wage inequal- 
ity increased significantly. Whalley and Xing (2016) quantified this impact using 
the CHIP data. They found that ownership restructuring caused 40 per cent and 
65 per cent of the increases in wage inequality measured as variance of log wages 
for the periods of 1995-2002 and 2002-2007, respectively. However, the results are 
sensitive to the inequality measure, and the corresponding contributions would be 
16 per cent and 18 per cent if they used Gini coefficients. 

Second, the SOE reforms caused unemployment and employment pressure for 
urban workers, which explains the low wage growth during this period and the 
narrowing of the rural-urban income gap. However, the reform made room for 
private enterprises and for rural-urban migration, which started to increase, es- 
pecially in the late 1990s. In this period, there was also huge growth in agricultural 
labour productivity, pushing surplus labour away from agriculture. Government 
interventions in the agricultural sector were significantly reduced, and market lib- 
eralization provided farmers with strong incentives to adopt new technologies. As 
a result, the annual growth rate of total factor productivity in agriculture reached 
5.10 per cent between 1988 and 1998 (Zhu 2012). Agriculture’s share of total em- 
ployment reduced from 60 per cent in 1990 to 50 per cent in 2000 (see Figure 4.1b). 
According to Cao and Birchenall (2013), agricultural total factor productivity 
growth accounted for the majority of the output and employment redistribution 
towards non-agriculture (between 1989 and 2009). 

A major policy, which had the dual role of promoting structural transforma- 
tion and inclusive growth, was the expansion of higher education in 1999. This 
policy was first implemented to postpone the entrance of youths into the labour 
market to extenuate the employment pressure caused by the SOE reform and the 
impact of the Asian Financial Crisis. Chinese households embraced this policy 
enthusiastically, and the expansion persisted into the 2010s, changing the Chinese 
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labour market tremendously. We will discuss the further expansion later in more 
detail. 


4.3 Globalization: growth in the export sector 


The third stage of structural transformation, 2002-2011, featured trade liberaliza- 
tion. This period started with China's entrance into the WTO. From then, trade 
shares in total GDP increased steadily until 2008. Taken together with rising man- 
ufacturing employment in the mid-2000s, this clearly shows that export growth 
was a key driver for shifting the labour force away from agriculture and moving to 
modern sectors (Erten and Leight 2019). 

The Chinese government has made continuous efforts to open the door to for- 
eign businesses and to embrace globalization since 1978. Wan et al. (2007) gave a 
brief description of China’s journey to globalization in terms of trade and tourism, 
foreign direct investment (FDI), and movement of people, etc. After joining the 
WTO, China further reduced the tariff rates for more than 5,000 products in 2002. 
The reduced tariff barrier was accompanied by substantial trade deregulation, a 
narrowing of the scope of quota limits, and increasing inflow of FDI. 

The composition of exports has also been changing over time. The share of man- 
ufacturing goods in export products was 75.7 per cent in 1991, which increased to 
88.6 per cent in 2001 and to 93.6 per cent in 2010. There is no doubt that China 
became the world’s factory in the early 2000s. However, more recent findings sug- 
gest that China's export products are becoming more sophisticated, increasingly 
moving away from agriculture and textiles to machinery, electronics, and assembly 
(Amiti and Freund 2010). 

Another feature of China's trade is the unevenness of regional exposure to glob- 
alization. Most of the trade activities were concentrated in the coastal regions. The 
share of exports in GDP was much higher in coastal provinces such as Beijing, 
Fujian, Guangdong, Jiangsu, Shanghai, Tianjin, and Zhejiang. In central and west- 
ern provinces, export shares were much lower, seldom more than 10 per cent. 
Import shares showed similar patterns. In addition, growth in trade activities was 
also higher in coastal provinces than in non-coastal provinces. Take Jiangsu as an 
example. Its export/GDP ratio was 30 per cent in 2002, and the ratio more than 
doubled in 2007, reaching 61 per cent. The differential in exposure to globalization 
led to different patterns of structural changes and urbanization. 

During the rapid economic growth period, local government officials, driven 
by promotion incentives, were actively engaged in competition over GDP growth 
(Yu et al. 2016). They competed for foreign or domestic capital investment by offer- 
ing incentives such as low tax rates and unregulated labour markets. This resulted 
in a large loss of efficiency. Due to a lack of labour protection policies, the ma- 
jority of rural migrant workers in urban manufacturing firms were living in poor 
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environments and receiving low pay. And more broadly, the large rural and disad- 
vantaged population groups had been left behind and forgotten. Social inequality 
was increasingly becoming a salient issue. 

In the late 2000s, the Chinese government was concerned more about the 
widening wealth and income gaps and adopted more egalitarian and populist 
policies. These welfare policies covered education, labour protection, medical in- 
surance, and pensions, among other areas. First, education expansion, particularly 
that in higher education, continued. Second, in the labour market, the govern- 
ment enacted and strengthened the enforcement of the Labour Contract Law 
in 2007 and frequently increased minimum wages. Third, China had achieved 
universal health care coverage and significantly increased old-age pension cover- 
age by the late 2000s. Finally, the government strengthened the poverty eradication 
polices and implemented the ‘poverty-alleviation with precision (JingZhunFuPin) 
programme, which aimed to eradicate absolute poverty by 2020. 


4.4 Hukou reform and rural-urban migration 


The Hukou system has been a fundamental institutional arrangement in China, 
and its reform, far from being once and for all, continued in the whole reform pe- 
riod. In the early phase of the 1978-1991 period, the Hukou was restrictive so that 
surplus rural labour could not move to cities where the employment pressure was 
already high. The government started to relax the Hukou restriction from the mid- 
1980s, when the demand for surplus rural labour increased in urban areas due to 
the increased autonomy of SOEs and the emergence of the private economy. How- 
ever, as the economy was suffering the lowest growth since 1978, the relaxation 
trend reversed in the late 1980s (see Cai et al. 2009). Then, the 1992-2001 period 
(or, roughly speaking, the 1990s) witnessed a series of reforms of the Hukou system 
when the government realized that it would be unachievable to block migration 
in a socialist market economy. The government started to emphasize the manage- 
ment of rural-urban migration (who were allowed to move without changing their 
Hukou status), and the number of migrants increased. 

The most significant increase in the number of migrants happened after China's 
entry into the WTO in 2002, the third period in our analysis. As stated earlier, 
the regional gap increased significantly in the following years, encouraging a large 
number of rural residents to migrate. These migrants have often been seen as one of 
the significant comparative advantages of the Chinese economy. The cheap labour 
of migrants proved crucial for the development of the receiving regions, which ex- 
plains why they were allowed access to cities. On the other hand, as urban income 
was essential for raising the rural living standard, the government of sending re- 
gions encouraged migration. As a consequence, rural-urban migration reduced 
rural poverty significantly. However, changing Hukou status remained difficult, 
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and migrants without local Hukou status were not entitled to many local benefits 
and were vulnerable to expulsion. 

Over the past ten years, the migration pattern and typical demographics of mi- 
grant workers have changed significantly. The age of the average migrant worker 
has increased significantly, from 34 in 2008 to 38.6 in 2015. Over the same period, 
the share of migrant workers aged between sixteen and twenty decreased from 
11 per cent to 4 per cent, and the share of those aged above forty increased from 
30 per cent to 44 per cent. Today, migrant workers are still generally less educated 
than the urban labour force, but their education levels have increased rapidly. By 
2015, one-quarter of rural-to-urban migrants had at least a high school degree, 
and 8.3 per cent of them had a college degree. 


4.5 Higher education expansion and the increase in 
educated workers 


China has increased its supply of educated labour in response to the rising demand 
for skilled labour. From 1990 to 2015, China’s GDP grew at an annual rate of 10 per 
cent, and private and public expenditures on education grew even more rapidly. 
In the mid-1990s, government expenditures on education amounted to less than 
2.5 per cent of GDP. By 2011, they had reached 4 per cent of GDP. As a result of the 
rising expenditure on education by both the Chinese government and individual 
households, the average education level of the Chinese labour force has increased 
rapidly. 

In the recent two decades, the number of graduates with tertiary degrees 
increased tremendously. In 1990, 0.6 million students graduated from higher 
education institutions (HEIs). In 2017, the number of HEI graduates reached 
over 7 million. The rapid higher education expansion transformed China's higher 
education from elite education to mass education. When globalization and tech- 
nological change increased the demand for skilled workers in the following years, 
students of different socio-economic backgrounds were able to benefit from eco- 
nomic growth. More importantly, the college expansion policy also advanced 
rural-urban mobility because rural residents with a college degree could change 
their Hukou status to urban Hukou. Therefore, this policy promoted inclusive 
growth. 


5. Conclusion 
China has achieved tremendous economic development since its reform and 


opening-up policy in 1978. The economy has transformed from an agricul- 
tural to an industrialized economy and is now further shifting towards a service 
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economy. We have documented the transition process for each period, high- 
lighting the macro drivers of the economic transition and government policies. 
To summarize, the transition started in 1978, following the introduction of the 
Household Responsibility System, which greatly increased agricultural produc- 
tivity, and the Hukou reform, which relaxed rural-urban migration restrictions. 
The second transition period, from the early 1990s until 2001, featured the pri- 
vatization of SOEs. The third period, from China's entry into the WTO in 2001 
until 2010, was a critical period for the country to achieve upgrading struc- 
tural transformation from an agricultural to an industrialized economy. Driven 
by growth in exports, globalization, and cheap labour costs, China enjoyed a 
manufacturing boom during this stage, along with higher urbanization rates 
and the expansion of higher education. Since the 2010s, the economy has en- 
tered a new era of declining manufacturing and exports and a growing services 
sector. 

China has also achieved great success in reducing poverty rates over the whole 
reform period. However, income inequality has increased dramatically. Between 
the early 1980s and early 2000s, the income and wealth gaps had widened. Since the 
late 2000s, inequality seems to have plateaued, first showing a slight decline and 
then rebounding slightly. Therefore, it still seems early to conclude that China's 
development is an exemplar of the Kuznets hypothesis. 

In the future, the Chinese economy seems to be gradually transitioning into 
a service economy. The services sector will outgrow the manufacturing sector in 
terms of their shares of value and employment, which is signalled by the rapidly 
growing gig economy in recent years. Automation and the use of robots are rising 
in all industries. Economic growth will be more reliant on domestic consumption 
than on exports. 

With ongoing economic transitions, the tension between economic transition 
and inclusive growth is likely to persist. Absolute poverty is very likely to be erad- 
icated in the new era due to the ‘poverty reduction with precision campaign, but 
relative poverty will remain. Hopefully China keeps reforming the existing social 
security policies and public finance system, and pays more attention to disadvan- 
taged groups, which according to past evidence could help to further reduce social 
inequality and achieve inclusive growth. 
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5 
Benign Growth 


Structural Transformation and Inclusive Growth 
in Thailand 


Peter Warr and Waleerat Suphannachart’ 


1. Introduction 


Structural change is a ubiquitous feature of growing economies (Timmer 2014). 
Thailand certainly qualifies as a growing economy. In 2017, real gross domestic 
product (GDP) per person was thirteen times its level in 1951, having grown for 
two-thirds of a century at an average annual rate of 4 per cent. Between economic 
sectors and between regions, growth has been far from uniform over time. The 
structure of the Thai economy has transformed radically, with agriculture con- 
tracting as a share of both GDP and employment, while the combined shares of 
industry and services have correspondingly expanded. The rate of this structural 
change has been strongly correlated with the overall rate of growth—the faster the 
growth, the more rapid the structural change. Not surprisingly, structural change 
in sectoral terms has also been correlated with the rate of urbanization. 

Economic growth has also coincided with a massive reduction in the incidence 
of poverty. The rate of poverty reduction has been strongly correlated with changes 
in the overall rate of growth (Warr 2020) and structural change has undoubtedly 
affected this relationship. Earlier empirical research has indicated that the degree 
to which aggregate poverty incidence is reduced by a one per cent contribution 
from a given sector to aggregate GDP growth is highest for agriculture, followed 
by services, with industry far behind (Ravallion and Datt 1996; Warr 2014a). The 
decline in the GDP share of agriculture has meant that agriculture’s contribution 
to overall GDP growth has similarly contracted. Do these structural changes mean 
that the poverty-reducing power of economic growth has also fallen? 


1 Helpful suggestions from Andy Sumner, data and graphical assistance from Kyunghoon Kim and 
Arief Anshory Yusuf, and computational assistance from Huong Lien Do are gratefully acknowledged. 
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The story on economic inequality is more nuanced. Thailand’s recorded level of 
economic inequality is high, by international standards, both across regions and 
across households. Average incomes per person among people living in or close to 
the capital city, Bangkok, have remained well above those of residents elsewhere in 
the country, especially the north and north-east regions. At the national level, mea- 
sured economic inequality between households has declined over the long term. 
Over the medium term, it increased from the early 1960s until about 1986, then 
levelled off until about 1992, and subsequently declined steadily until 2017, reach- 
ing a level lower than any previously recorded. In his celebrated 1955 article, Simon 
Kuznets (1955) advanced the hypothesis of an inverted-U-shaped medium-term 
relationship between economic inequality and levels of national income. The Thai 
data are consistent with this account. 

Our interest in this study is in the medium-to-long-term relationships be- 
tween growth and structural transformation on the one hand, and the outcomes of 
poverty incidence and inequality on the other. We are less interested in the short- 
term, year-to-year, fluctuations in these variables, which are sensitive to other 
short-term shocks, unrelated to the underlying relationships of interest. Accord- 
ingly, the Thai historical data are divided into four distinct periods, according to 
the country’s aggregate economic performance. We shall study whether a correla- 
tion exists between average annual rates of growth and structural change within 
each of these four periods and the corresponding poverty and inequality outcomes. 

Sections 2 and 3 of the chapter summarize the record of Thailand’s aggre- 
gate economic growth and structural change, respectively. Section 4 reviews the 
evidence on poverty incidence and economic inequality in Thailand and their pos- 
sible relationship to growth and structural change. Section 5 explores the political 
economy implications of economic growth and structural change, as experienced 
in Thailand. The discussion stresses the regional dimensions of both economic 
growth and structural change as a driver of political events in Thailand. Section 6 
concludes. 


2. Aggregate economic growth 


Figure 5.1 depicts Thai economic growth since 1951, when national accounts were 
first produced. The diagram shows both the level and growth rate of real GDP per 
person over this interval, identifying four distinct periods, labelled I-IV. Table 5.1 
summarizes these four periods in terms of the average growth rates of real GDP 
(not per capita) and its sectoral components.” For comparison with other chapters 
in this volume, Figure 5.2 characterizes the varieties of structural transformation 
in Thailand. 


2? For comparison with later discussion, Period I is truncated in Tables 5.1, 5.2, 5.3, and 5.4 to 
1981-1987. 
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Fig. 5.1 Thailand: real GDP per capita and its growth rate, 1951-2017 


Source: authors calculations, using data from National Economic and Social Development Board 
(NESDB), Bangkok, http://www.nesdb.go.th/ (accessed 17 June 2019; new address https://www. 
nesdc.go.th). 
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Source: data from the Groningen Growth and Development Centre (GGDC) 
10-Sector Database Version 2015 (Timmer et al. 2015). 
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Table 5.1 Growth and structural change (% per annum) 


Period Real GDP growth and its sectoral Structural change by output Structural change by employment 
components shares shares 
Total GDP Agriculture Industry Services Overallrate Industrialization Overall rate Industrialization 

component component 

I. Pre-boom 1981-1987 6.7 4.5 8.5 6.8 —0.57 -1.03 -0.25 -0.11 

II. Boom 1988-1996 9.3 2.7 12.7 8.6 —0.68 —1.44 -2.07 —0.55 

III. Crisis 1997-1999 -19 1.7 -2.9 —2.4 0.34 0.23 -0.33 1.44* 

IV. Post-crisis 2000-2017 4.1 2.0 3.8 4.4 —0.22 —0.18 —1.00 —0.32 

Whole period 1981-2017 5.7 3.0 4.4 5.8 —0.33 -1.09 -1.02 -0.35 


Note: Roman numerals refer to the periods identified in Figure 5.1, except for Period I, which is truncated in this table and in Tables 5.2, 5.3, and 5.4. * During the crisis 
period (1996- 2000, Period III), agriculture’s employment share declined by 1.32 percentage points and industry’s share declined by 1.88 percentage points. The workers 
released from these two sectors were partially absorbed by services, partially unemployed. 

Source: Authors’ calculations. 
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2.1 Period I: post-war recovery and sustained, moderate 
growth, 1951-1987 


During the recovery from the Second World War and until the late 1950s, annual 
growth of economic output per person fluctuated widely, averaging 2.5 per cent per 
annum over this period. The policy priority of this time was not fostering growth 
but containing price inflation, which had reached almost 100 per cent per annum 
at the end of the Second World War (Ingram 1971; Nidhiprabha 2018). From 1959 
to 1986 the average annual growth rate of real GDP per person was 4.3 per cent, 
compared with an average of just over 2 per cent for all low-income and middle- 
income countries over the same period, according to World Bank data. This was 
an extended period of moderate growth combined with macroeconomic stability. 


2.2 Period II: economic boom, 1988-1996 


Over this critical decade, the Thai economy was the fastest growing in the world, 
with real GDP per person growing at an average annual rate of 7.3 per cent. The 
boom was fuelled by very high rates of private investment, at around 40 per cent 
of GDP. During this boom earlier, negative assessments of Thailand’s prospects 
were replaced by euphoric predictions that it would soon become a Fifth Tiger, 
following in the footsteps of Korea, Taiwan, Hong Kong, and Singapore. In 1993, 
the country was identified by the World Bank as one of East Asias ‘miracle’ 
economies (World Bank 1993). By 1996, Thailand had experienced almost four 
decades without a single year of negative real GDP growth (Warr and Nidhiprbha 
1996). 


2.3 Period III: Asian Financial Crisis, 1997-1999 


The Asian Financial Crisis (AFC) was a turning point for Thailand, in both eco- 
nomic and political terms. Over the two years 1997 and 1998, real GDP per person 
fell by a cumulative 14 per cent. In the simplest terms, the crisis was the collapse of 
the investment-driven economic boom of the preceding decade. Over-confident 
macroeconomic policy—including mis-management of the fixed exchange rate 
policy in combination with an open capital account—was central to this collapse 
(Warr 1999; Vines and Warr 2003). 


2.4 Period IV: recovery from the Asian Financial Crisis, the global 
financial crisis, and moderate growth, 2000-2017 


Following the AFC, the rate of economic recovery was moderate, and has re- 
mained so ever since. Thailand has never fully recovered from the loss of business 
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confidence caused by the AFC, reflected in declining rates of private investment, 
combined with a loss of public confidence in the capacity of the traditional Thai 
elite to manage economic change and the expectation of political instability. From 
2000 onwards, growth of real GDP per person was positive in all years except 2009 
(the global financial crisis), but below its long-term trend. It was not until 2003 
that the level of real GDP per capita regained its pre-crisis level of 1996. Both pri- 
vate domestic investment and, to a lesser extent, foreign direct investment (FDI) 
remained sluggish. Nevertheless, despite the slower-than-expected recovery, mod- 
erate growth did occur. By 2007, real economic output per person was 20 per cent 
above its 1996 pre-crisis level and almost ten times its level of 1951 (Warr 2013). 

Between 2010 and 2017, the average annual growth rate of real GDP per person 
recovered to 3.4 per cent. The first half of this interval was a period of political 
turbulence, culminating in a military coup in May 2014. The average rate of GDP 
growth per person was 3.6 per cent, slightly below the long-term average since 
1951, 4 per cent. Over the four years of military government up to the end of 2017, 
the average rate of GDP growth per person was just under 3.1 per cent. 


3. Structural transformation 


We define structural transformation (ST) to mean a relocation of sectoral activity 
that raises overall output. The definition means that ST is not synonymous with in- 
dustrialization, although the latter can be expected to be an especially important 
component of ST. Reallocation of sectoral activity can be described in terms of 
output or employment. Consider a three-sector classification of the total economy: 
agriculture, industry, and services. Structural change almost always corresponds to 
a reduction in agriculture’s share of both output and employment (Timmer 2009). 
This reduction necessarily coincides with an increase in the combined output share 
of industry and services as well as an increase in their combined employment 
share, but the mix of industry and services in this structural change varies greatly 
and the mix may be very different for output and employment.’ The distinction 
between these two dimensions of structural change (output and employment) will 
prove to be an important aspect of Thailand’s experience. 


° The military government remained in place until new elections were held in March 2019, when 
it was replaced by a coalition civilian government led primarily by members of the former military 
regime. 

Figure 1.1 (this volume) classifies countries and periods by the pattern of industrialization. In 
Thailand, disregarding the special case of the Asian Financial Crisis (period III), both output and em- 
ployment shares in manufacturing increased in each of the other three periods (Table 5.1), but the 
increases in manufacturing’s employment share was significant only in periods II and IV and the in- 
crease in its value-added share was significant only in period II. In Figure 5.2 period II is characterized 
as ‘upgrading industrialization and periods I and IV as ‘stalled industrialization. 
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Figure 5.3 describes sectoral output (value-added) shares from 1960 to 2017. 
Agriculture's share of GDP (agricultural value-added/GDP) declined from 34 to 
8 per cent. At the same time, the share of manufacturing industry rose from 13 to 
34 per cent and the share of non-manufacturing industry rose marginally, from 7 
to 9 per cent, while the share of services remained almost unchanged at 46 per cent. 
The decline in agriculture’s share of output was taken up almost entirely by an in- 
crease in the share of manufacturing. Nevertheless, services accounted for more 
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Fig. 5.3 GDP shares by sector, 1960-2017 


Source: authors calculations using data from the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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Fig. 5.4 Growth decomposition by sector, 1960-2017 


Source: authors’ calculations using data from the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 


3.1 Output shares 


than one-half of all growth (Figure 5.4). 
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In this study, we are particularly interested in the possible relationship between 
structural change and other variables of interest. To facilitate this, the characteris- 
tics of structural change need to be quantified. The above discussion identifies two 
principal components of structural change: (i) the rate of decline of agriculture’s 
share of GDP; and (ii) the proportion of that decline that is taken up by industry, 
on the one hand, and services, on the other. 

The overall rate of structural change over a given period will be defined as the 
average annual change of agriculture’s output share: 


(a) Overall rate of structural change (output shares in agriculture): 


= [SYA — s¥A]/z, (1) 
where denotes the output (Y) share of agriculture (A) in year t and T is the 
number of years comprising that period. A decline in the output share of agricul- 
ture will, of course, necessarily be matched by an increase in the combined output 
shares of industry and services. 

The industrialization component of that mix, over the same period, is given by: 


YA 
S; 


(b) Industrialization component of structural change (output shares): 
= [SF — SJS - SIA]. (2) 


The industrialization component index will be a proportion—possibly, but not 
necessarily, lying between 0 and 1. 

Table 5.1 summarizes the data on these two output-based measures of structural 
change. Over the full period, 1981-2017, agriculture’s share of GDP declined at 
an average rate of 0.33 percentage points per year. This decline was most rapid 
during the pre-boom and boom periods, especially the latter. During the years 
of the AFC, agriculture’s output share increased, making this a period of reverse 
structural change. During the post-crisis period, the contraction of agriculture’s 
output share resumed, as before the crisis, but at roughly half of its pre-crisis rate. 

The industrialization component of structural change based on output shares 
(measure (b) above) indicates that over the entire period from 1981-2017 indus- 
trial growth accounted for all of the contraction of agriculture (index 1.09). But 
this proportion varied over time. The industrialization component was particu- 
larly strong during the pre-crisis period, especially during the boom decade, when 
the index reached 1.44. The increase in industry’s output share coincided with a 
decline in the output shares of both agriculture and services, but the industrial- 
ization component declined following the AFC. In this post-crisis period, some 
export-oriented manufacturing industries performed very well, as discussed in 
this section below, but the decline in agriculture’s output share following the crisis 
was taken up primarily by an expansion of services, rather than industry. 
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3.2 Employment shares 


A typical feature of middle-income developing economies is that agriculture’s em- 
ployment share far exceeds its share of GDP and that the discrepancy between 
these shares persists during much of the process of economic development. The 
difference disappears only when the country has reached high income levels like 
those of Japan, Western Europe, and the United States today (Timmer 2014). 
Thailand’s experience shows that in middle-income economies this disparity can 
actually increase as growth proceeds. 

Whereas the employment share of agriculture was 81 per cent in 1960 
(Figure 5.5), its share of output (agricultural value-added/GDP) was 34 per cent 
(Figure 5.3). Agriculture's employment share was 2.3 times as large as its output 
share. These facts alone imply that incomes within agriculture were far below the 
average of those of people employed elsewhere. In 1986, these shares were 66 and 
18 per cent, respectively, a ratio of 3.7. In 2000, the shares were 48 and 12, a ratio 
of 4, and in 2017 the shares were 32 and 8 per cent, respectively, still a ratio of 4. 
Over almost six decades, the ratio of these two shares has increased. 

This feature of Thailand’s ST has consequences for the distributional effects of 
economic growth. As economic growth and structural change proceed, the in- 
cidence of absolute poverty declines everywhere, including within agriculture, 
but agricultural incomes continue to lag behind average incomes. The remaining 
pocket of people with incomes below the poverty line is increasingly concentrated 
in rural areas. Moreover, in Thailand, these poor rural households are highly con- 
centrated within the north and north-east regions. As we will argue in Section 
5, these raw statistical facts have had significant political consequences within 
Thailand. 
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Fig. 5.5 Employment shares by sector, 1960-2017 


Source: authors’ calculations using data from the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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Figures 5.3 and 5.5 reveal another crucial difference between structural change 
measured in terms of output and employment. Whereas the declining GDP share 
of agriculture was mirrored by an increasing GDP share of manufacturing, with 
the share of services barely changing, the opposite was true of employment. The 
decline of agricultural employment was mirrored by an expansion of services, 
not manufacturing. Between 1960 and 2017 agriculture’s employment share con- 
tracted by almost 50 per cent of the total workforce (from 81.3 to 31.5 per cent). 
The employment share of manufacturing expanded by 12.4 per cent (4.3 to 16.7). 
But the employment share of services expanded by 32.2 per cent (13.5 to 45.7). For 
most of the five decades covered, employment grew more rapidly in manufacturing 
than in services, but it started from a much lower base. 

Rates of structural change, measured in terms of employment shares, can be 
defined in an identical manner to output shares, as above. Using superscript E to 
signify employment: 


(c) Overall rate of structural change (employment shares in agriculture) 


=[Sf4 — SPA ]/t. (3) 


T 


(d) Industrialization component of structural change (employment shares) 


= [SE — SEL J/ISË* — S4. (4) 


Table 5.1 also summarizes the data on these two measures. Over the full period, 
agriculture’s employment share contracted at an average of around one percentage 
point per year. The pre-boom rate was only one-quarter of this long-term rate, but 
during the boom the rate accelerated to double the long-term rate. After the crisis, 
the long-term average rate resumed. Over the full period, industrial employment 
absorbed 35 per cent of the workers released from agriculture. This proportion was 
55 per cent during the boom, but only 11 per cent pre-boom. Clearly, industrial 
development dominated the boom period. During the AFC, industrial employ- 
ment collapsed. Subsequently, the contraction of agriculture’s employment share 
resumed at roughly the long-term rate. 

Over the half-century ending in 2017, abstracting from growth of the total 
population, for every 100 workers leaving agriculture, 25 went to employment 
in manufacturing, 65 to services and the remaining 10 to non-manufacturing 
industry. These proportions varied markedly over time. It would be crudely in- 
accurate to describe this process as relocation of workers from agriculture to 
manufacturing (or industry). Relocation from agriculture to services was far more 
important. Structural transformation looks very different when viewed in terms 
of employment, rather than output. The reason is that manufacturing is so much 
more capital-intensive than any other major sector. Its expansion absorbs a high 


98 BENIGN GROWTH 


1960-2017 


1960-1986 
1987-1996 
1997-1999 


2000-2017 


-6 -4 =2 0 2 4 6 8 10 


OWithin @ Between 
% per annum 


Fig. 5.6 Sources of labour productivity growth: within and 
between sectors 


Source: authors’ calculations, with assistance from Kyunghoon Kim, 
using data from a standardized version of UNU-WIDER World Income 
Inequality Database (WIID). 


proportion of new investment in physical capital, generating a high proportion of 
new output, but it absorbs a much smaller proportion of relocated employment. 

The ranking of the four main periods by rates of structural change measured 
in employment shares differs from their ranking in terms of output shares. From 
Table 5.1, the ranking by the overall rate of structural change measured in em- 
ployment shares is: II, IV, III, I and ranking by the industrialization component is: 
II, IV, I, II. The crisis period (III) might be ignored for the purpose of these rank- 
ings, but even then the ranking of the other three periods is different when output 
shares and employment shares are used as the basis for calculating structural 
change. 

Finally, Warr and Suphannachart (2020) describe a decomposition of the 
growth of aggregate labour productivity into within-sector productivity growth 
and between-sector productivity growth, the latter arising from the relocation of 
labour from low-productivity agriculture to higher-productivity industry and ser- 
vices. The findings are summarized in Figure 5.6. Structural change, measured in 
employment terms, contributed to labour productivity growth in all periods (leav- 
ing the crisis period aside) and accounted for over half of the growth of aggregate 
labour productivity over the full period 1960-2017. 


4. Poverty, inequality, and inclusive growth 


Two, quite different definitions of inclusive growth can be found in the literature, 
turning on whether they focus on poverty reduction or inequality reduction. As 
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with the earlier term ‘pro-poor growth, some authors interpret inclusive growth 
to mean growth that benefits the poor in absolute terms (poverty-reducing), while 
others define it as growth that benefits the poor proportionately more than the rich 
(inequality-reducing).° We will show that Thailand’s growth has been unambigu- 
ously inclusive according to the first definition. According to the second definition, 
growth has been inclusive in the long term, as covered by our data, but not in every 
sub-period. 

The definitions are arbitrary. In this study, inclusive growth is defined to mean 
growth of real GDP per capita that reduces poverty, whether or not it also reduces 
inequality. Nevertheless, changes in inequality are of interest in themselves and 
warrant attention, whether inequality is incorporated in the definition of inclusive 
growth or not. Regarding inclusive growth measured in terms of poverty reduc- 
tion, the important question is not simply the binary one of whether growth is or is 
not inclusive. Most instances of positive growth of real GDP per capita do coincide 
with some decline in poverty incidence. Exceptions are rare. The more important 
empirical question is the degree to which growth reduces poverty. Accordingly, we 
will define the growth inclusiveness index to be the reduction of poverty incidence 
(change in the headcount measure, expressed as a percentage of the total popula- 
tion) per unit change in the level of GDP per capita. By construction, the change in 
poverty incidence over a given period is the product of the rate of growth of GDP 
per capita over that period and the inclusiveness index of that growth. 


4.1 Poverty incidence 


Figure 5.7 summarizes PovcalNet (World Bank n.d.) data on poverty incidence in 
Thailand for the period 1981-2017, using four poverty lines—US$1.90, US$3.20, 
US$5.53, and US$10.00, all at 2011 purchasing power parity (PPP). US$1.90 and 
US$3.20 are the World Bank’s recommended poverty lines for low-income and 
middle-income countries, respectively. US$5.53 is a poverty line computed by the 
authors from the PovcalNet online tool to replicate the Thai government's offi- 
cial poverty line. This was done, using PovcalNet, by finding the poverty line that 
produced a level of poverty incidence for Thailand in 2015 that matched the Thai 
government’s reported headcount level of poverty incidence for that year, 7.6 per 
cent. US$10.00 is another poverty line specified in World Bank’s PovcalNet . 

The estimated level of poverty incidence is necessarily higher using a higher 
poverty line, but the four series are otherwise similar. At all four poverty lines, mea- 
sured poverty incidence declined continuously from 1981 to 2015, except during 
the economic contraction of the AFC, when all four series increased. 


° The analytical relationship between these two definitions is discussed in detail in Warr (2005). 


100 BENIGN GROWTH 


100 


Population (%) 
uo 
3S 


1981 1986 1991 1996 2001 2006 2011 2016 


Headcount ($1.9) ——®—— Headcount ($3.2) —e— Headcount ($10.0) 
—e— Headcount ($5.53) Poly. (Headcount ($1.9)) sss... Poly. (Headcount ($3.2)) 
teeeeee Poly. (Headcount ($10.0)) ++ +++++ Poly. (Headcount ($5.53)) 


Fig. 5.7 Poverty incidence, 1981-2017 


Note: ‘Headcount ($X) means the headcount measure of poverty incidence, as a percentage of the 
total population, at a poverty line of $X per person per day at 2011 PPP. ‘Poly. (Headcount ($X))’ 
(shown by the four dotted lines) means a polynomial function fitted to the time series data of 
Headcount ($X). 

Source: authors’ calculations, with assistance from Kyunghoon Kim, using PovcalNet (World 
Bank n.d.). 
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Fig. 5.8 Gini coefficient of incomes, gross and net, 1962-2017 


Note: The dotted lines connecting the data points are a polynomial function of order 3 (labelled 
‘Poly?) fitted to the data. 

Source: authors’ calculations, with assistance from Kyunghoon Kim, using data from a 
standardized version of UNU-WIDER World Income Inequality Database (WIID). 
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4.2 Income inequality 


Figure 5.8 shows the Gini coefficient of income inequality at the national level, cov- 
ering the years 1962-2017.° Gross Gini and net Gini mean that the calculation is 
based on incomes before and after taxes and transfers, respectively. The two mea- 
sures tell a very similar story, except that the level of the net Gini is slightly lower. 
In summarizing the data, we shall focus on the gross Gini coefficient and overlook 
short-term fluctuations. 


1. Over the long-term (five-and-a-half decades covered by these data) the 
measured Gini fell from 0.503 in 1962 to 0.380 in 2017). 
2. Over the medium term, two sub-periods can be identified:’ 
(i) 1962-1986: Gini rose from 0.503 to 0.521; 
(ii) 1986-2017: Gini fell from 0.521 to 0.380. 


For comparison with other chapters in this volume, Figure 5.9 summarizes the 
combinations of income inequality and ST in different periods in Thailand. One 
possible description of this pattern is that high levels of output growth, labour 
productivity growth, and ST lead to rising income inequality and lower levels of 
these drivers lead to reduced inequality. Sub-periods (i) and (ii) above seemingly 
fit the hypothesis. But within sub-period (ii), the boom years 1986-1992 showed 
the highest rates of growth and structural change but a small decline in the Gini 
coefficient. The large decline in the Gini from these high levels began after 1992, 
when growth began to slow. A seemingly more accurate description of these data 
would emphasize changes rather than levels: rising (slowing) growth rates coincide 
with increasing (declining) levels of inequality. 

Another, not necessarily inconsistent, hypothesis would rest on changes in the 
functional distribution of incomes: when labour’s share rises inequality falls, and 
vice versa. Figure 5.10 shows the share of GDP at factor cost received by labour, 
including all wages and imputed family labour used on family farms and small 
businesses, and the residual return to capital, covering the years 1971-2014. Over 
the full period, labour’s share fell from 0.454 in 1971 to 0.393 in 2014, while the 
Gini coefficient also fell. This long-term observation is not consistent with the hy- 
pothesis that structural change raises inequality. Nevertheless, over the medium 
term, this hypothesis performs relatively well. Sub-periods (i) and (ii) fit the ac- 
count well. The turning point for both variables was roughly similar: 1986-1992 
for the Gini and roughly 1990 for labour’s share. 


6 The data presented are drawn from UNU-WIDER (2019) based on the Socio-Economic Survey, 
conducted by the Thai government’s National Statistical Office (NSO). The NSO survey data were first 
collected in 1957 but were not processed in digital format until the 1988 survey. 

7 Both the gross and net Gini values reported reached their maxima in 1986. The numbers refer to 
the gross Gini. 
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Fig. 5.9 Patterns of Kuznetsian tension in Thailand, 1981-2017 


Source: data from the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER (2019). 


0.7 
0.6 
2 0.5 pte ee es ` 
-5 “ane 
2 04 ee ee E E EE 
Isene"? 
0.3 
0.2 
1971 1981 1991 2001 2011 


===- Labour share Capital share 


Fig. 5.10 Labour and capital shares of GDP at factor cost, 1971-2014 


Source: authors’ calculations using data from Penn World Tables Version 9.0. 
Feenstra, Inklaar and Timmer (2015). 


Neither of the above explanations is fully consistent with the data and the two 
are not mutually exclusive. Other factors, not considered in the above discussion, 
undoubtedly influenced changes in economic inequality as well. Overall, the no- 
tion that growth and structural change drive changes in inequality in the medium 
term is not well supported by the empirical evidence and it is strongly rejected in 
the long term. 
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Two further points are important. First, in the Thai context, the important 
story is not so much about changes in inequality over time, but rather the high 
level of inequality over the entire period. Warr and Supphannachart (2020) show 
that the high level of inequality meant that over the three decades of economic 
growth (overlooking the AFC), the absolute gains per person received by the rich- 
est quintile were 4.6 times as large as the poorest quintile. The richest decile 
gained fourteen times as much per person as the poorest quintile and the richest 
centile gained thirty-eight times as much per person. Because the level of eco- 
nomic inequality remained high, the benefits of economic growth were received 
disproportionately by the rich. 

The second point is that the component of economic inequality that is most 
politically sensitive within Thailand is not inequality between rich and poor house- 
holds, but between rich and poor regions of the country. Section 5 develops this 
theme. 


4.3 Inclusive growth: the growth inclusiveness index 


Was Thailand’s economic growth inclusive? The answer depends on the definition. 
If we use the definition that inclusive growth means growth that reduces inequality, 
the answer lies in Figure 5.8. Since inequality declined over the full period, the 
answer is yes, for the entire period, taken as a whole. Inequality increased prior 
to 1986 and declined thereafter, so according to this definition the growth was 
inclusive after that year but not before. 

If we adopt the definition that inclusive growth is growth that reduces poverty, 
the answer is yes for the full period and for every sub-period excluding the crisis 
years, when growth was negative and poverty incidence increased. The average rate 
of poverty reduction over the full thirty-four years of the data was 2.40 percentage 
points per year. But what was the poverty-reducing power of the growth? Consider 
the degree to which poverty incidence declines per unit of GDP growth per person. 
We shall call this the growth inclusiveness index and compute it for each of the four 
periods shown and, crucially, for each of the four poverty lines shown in Figure 5.7. 

The growth inclusiveness index is defined as: 

Tir = (P; = P D): — Y) (5) 
where P! denotes the headcount measure of poverty incidence using poverty line 
L in year t. Year t — T is the first year of each period shown, year t is the last year of 
that period, and 1 is the number of calendar years in each period. Similarly, Y,and 
Y,_, denote real GDP per capita in the corresponding years. 

Table 5.2 summarizes the growth inclusiveness index over the four periods and 
shows that in all periods of positive growth (I, II, and IV) the index was negative 
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because poverty incidence declined.* But the striking point is that the ranking of 
these three periods according to the index depends heavily on the poverty line 
that is chosen. At the lowest poverty line (US$1.90), growth during the pre-boom 
period I (1981-1987) was the most inclusive and growth during the post-crisis 
period IV (2000-2017) the least so. At the highest two poverty lines (US$5.53 and 
US$10.00), the opposite applies. At a poverty line of US$3.20, the boom period 
(1988-1996) shows the most inclusive growth. 

The reason for the apparent anomaly is that (i) the four poverty lines detect 
changes in different segments of the distribution of incomes; and (ii) the measured 
responsiveness of poverty incidence to growth is necessarily different in these seg- 
ments. Consider a graph of the cumulative distribution function (CDF) showing 
the logarithm of real incomes per person on the horizontal axis and on the ver- 
tical axis the cumulative proportion of households with incomes below the levels 
shown on the horizontal axis. The poverty line is a vertical line corresponding to 
the logarithm of a specified level of real income. Measured poverty incidence is 
the value on the vertical axis where the poverty line intersects the CDF. The CDF 
is typically S-shaped—relatively flat at the bottom and the top, and much steeper 
in between. This simple geometric fact explains the above findings. 

The change in measured poverty incidence when growth shifts the CDF to the 
right depends on the slope of the CDF in the local neighbourhood of the poverty 
line.’ The S-shape means that this slope is very different in different parts of the 
distribution. This in turn means that different poverty lines, intersecting different 
parts of the CDE, may imply very different changes in poverty incidence for any 
given horizontal shift in the CDF. At times when average incomes are low, low 
poverty lines intersect the CDF in its (middle) steeper region. They consequently 
show a greater responsiveness of poverty incidence to growth (a higher growth in- 
clusiveness index). At such times, high poverty lines do the opposite because they 
intersect the CDF in its (upper) flatter region. As average incomes rise, the poverty 
line that shows the highest growth inclusiveness index is the one that intersects the 
CDF closest to its inflection point, where the slope of the CDF is highest. 

At low poverty lines, measuring extreme poverty, the decline of agriculture’s 
share of GDP as economic growth proceeds means that the contribution that eco- 
nomic growth makes to poverty reduction also declines. But at high poverty lines, 
this conclusion is reversed. This pattern is shown clearly in Table 5.2. There is a 
clear message. If we are to define the inclusiveness of growth to mean the reduc- 
tion in poverty incidence per unit of economic growth, it is meaningful to discuss 


ê The index was also negative when growth was negative (period III) because poverty incidence 
increased. 

° The slope of the CDF in the neighbourhood of the poverty line corresponds, inversely, to the degree 
of income inequality within this neighbourhood. The higher the slope, the lower the local inequality. 
It is this slope—the local degree of inequality—that determines the poverty-reducing effect of growth, 
and not the overall level of inequality. 


Table 5.2 Annual change in inequality and poverty and the Growth Inclusiveness Index 


Period Changein Change in poverty incidence per year Growth Inclusiveness Index 
Gini index 
per year 
Poverty line Poverty line 
$1.90 $3.20 $5.53 $10.00 $1.90 $3.20 $5.53 $10.00 
I. Pre-boom 1981-1987 0.07 —0.75 —0.45 —0.16 —0.04 —0.35 —0.21 —0.07 —0.01 
II. Boom 1988-1996 —0.29 -1.51 -3.09 —2.88 —1.66 —0.28 —0.58 —0.54 —0.31 
HI. Crisis 1997-1999 —0.59 0.08 0.85 0.87 0.27 —0.04 —0.44 —0.45 —0.14 
IV. Post-crisis 2000- —0.54 —0.13 —1.07 —2.43 —2.22 —0.04 —0.29 —0.67 —0.61 
2017 
Whole period 1981- —0.37 —0.54 -1.19 -1.72 -1.39 —0.17 —0.38 —0.55 —0.45 
2017 


Note: The growth inclusiveness index is the change in the headcount poverty incidence (% of population) per unit change in GDP per capita per year 
(thousands of baht per year). The poverty line is measured in US$ per person per day at 2011 PPP. During the crisis period (1997-1999), the change in real 
GDP per capita was negative and the change in poverty incidence was positive. 

Source: Authors calculations. 
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the inclusiveness of growth over time only in relation to a particular poverty line. 
The data for Thailand demonstrate that changing the poverty line can easily reverse 
the qualitative conclusions that might otherwise be drawn about the inclusiveness 
of growth in different periods. 


4.4 Structural transformation and inclusive growth 


Is there a tension between ST and inclusive growth? Our interest is in the medium- 
term and long-term relationships among these variables, rather than annual 
fluctuations. Regarding the long term, radical structural change in Thailand has 
coexisted with both massive reductions in poverty incidence and a moderately 
large long-term reduction in income inequality, according to the available data. 
The Thai experience therefore contradicts a long-term tension between structural 
change and inclusive growth, whether the definition of inclusive growth includes 
inequality or not. 

Regarding the medium term, the conclusions depend heavily on the definition 
of inclusive growth. The approach of this chapter has been to divide the historical 
period 1981-2017 into four distinct sub-periods, as in Figure 5.1, and to com- 
pare the rankings of these four sub-periods in terms of the variables of interest. 
The empirical findings are summarized in Tables 5.3 and 5.4. A crucial point from 
Table 5.3 is that the rankings of the four periods in terms of GDP growth per capita 
and two output-based measures of structural change (the overall rates of structural 
change and the industrialization component) are identical. Because these variables 
are so highly correlated in the data, it is not possible to isolate the impact of struc- 
tural change from any of those other variables: they move together. We are at best 
looking at the joint effect of changes in all of those variables, taken together, not 
just structural change. We shall call this joint variable growth/structural change. 
Turning to the distributional outcomes of interest, Table 5.4 shows first the ranking 
of the four periods, measured in rates of poverty reduction per year. At a poverty 
line of US$1.90 per day, the ranking of the four periods is again identical to their 
ranking according to growth, ST, and so forth in Table 5.3. At this poverty line, 
no tension is evident between the annual rate of poverty reduction and rates of 
growth/structural change. The faster the growth/structural change, the better. The 
same conclusion applies to the growth inclusiveness index. 

At a poverty line of US$1.90, faster growth/structural change means faster 
poverty reduction per unit of growth as well. Comparing the pre-boom (1981- 
1987) and post-crisis (2000-2017) periods, I and IV, at the poverty line of US$1.90, 
the annual rate of poverty reduction in the former was almost six times the latter. +° 


1° Remarkably, the growth inclusiveness index during the pre-boom period was double its value 
post-crisis. 


Table 5.3 Summary of period rankings: growth, labour productivity, and structural transformation 


Period GDP Labour Pro- Rate of structural Rate of structural Growth contributions 

growth ductivity change (output change (employment 

per capita growth measure) measure) 

Overall rate IndustriaP’n Overall rate Industrial’n Sectoral Structural 
component component productivity change 

I. Pre-boom 2 2 2 2 4 3 2 2 
1981-1987 
II. Boom 1 1 1 1 1 1 1 1 
1988-96 
III. Crisis 4 4 4 4 3 4 4 4 
1997-1999 
IV. Post-crisis 3 3 3 3 2 2 3 3 
2000-2017 


Note: Rankings of GDP growth per capita, labour productivity growth, rates of structural change, and growth contributions are summarized from Warr and 
Suphannnachart (2020), Figure 1 and Tables 3, 2, and 4. 
Source: Authors’ calculations. 
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Table 5.4 Summary of period rankings: annual changes in poverty and inequality and the Growth Inclusiveness Index 


801 


Period Annual reduction in poverty Growth inclusiveness index Annual 
incidence Poverty line (US$ per person increase in in- 
Poverty line (US$ per person per day at 2011 PPP) equality (Gini 
per day at 2011 PPP) index) 


US$1.90 US$3.20 US$5.53 US$10.00 US$1.90 US$3.20 US$5.50 US$10.00 


HLMOUWD NOINAG 


I. Pre-boom 1981-1987 2 3 3 3 1 3 3 1 
II. Boom 1988-1996 1 1 1 2 2 2 2 
III. Crisis 1997-1999 4 4 4 4 n.a n.a. n.a n.a 4 
IV. Post-crisis 2000-2017 3 2 2 1 3 3 1 1 3 


Notes: Annual changes in poverty incidence and inequality are summarized from Warr and Suphannachart (2020: Table 8). The growth inclusiveness index is summarized 
from Warr and Suphannachart (2020: Table 9). 

n.a. means not applicable. The crisis period is not included in the ranking of the growth inclusiveness index because it could be misleading. In periods I, II, and IV, a 
negative number means a reduction in poverty incidence per unit of positive growth (a desirable outcome). But in the crisis period, a negative number means an increase 
in poverty incidence per unit of negative growth (hardly desirable). 

In the final column, periods are ranked by the average change in the Gini coefficient per year, based on the data in Fig. 5.8. Period I is ranked 1 because the Gini increased 
in that period, while it declined in all other periods. The largest absolute reduction occurred in period IV but the largest reduction per year occurred during the crisis, 
period III. 

Source: Authors’ calculations. 
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But inequality increased during period I and declined in period IV. These out- 
comes coincided with average growth rates of real GDP per capita of 3.41 per cent 
and 3.13 per cent during these two periods, respectively. The explanation for the 
difference in poverty outcomes is not that this small difference in growth rates was 
sufficient to overcome the difference in inequality outcomes. The main explana- 
tion is that at a poverty line of US$1.90 we are examining different segments of 
the cumulative distribution of incomes in the two periods: the middle, upward- 
sloping segment in period I and the lower, flat segment in period IV. All this has 
very little to do with changes in overall levels of inequality. 

At higher poverty lines, the above empirical observations change to a surpris- 
ing extent. The crisis period was the worst, in terms of poverty incidence, at all 
poverty lines. The boom period was the best at all poverty lines except US$10.00, 
when it was second best. Leaving aside the crisis period, when poverty incidence 
increased, at a poverty line of US$10.00 per day the rankings of the other three 
periods are exactly reversed from their ranking at US$1.90. As noted above, a 
meaningful definition of inclusive growth must specify not just whether changes 
in inequality are to be counted. If the definition is to rest on changes in poverty 
incidence, it must also spedify the poverty line at which poverty incidence is to be 
measured. 

Finally, the ranking of the four periods by annual changes in overall inequal- 
ity is summarized in the last column of Table 5.4. It is different from the ranking 
by either annual rates of poverty reduction or the growth inclusiveness index, for 
any poverty line. The crisis period recorded the most rapid reduction in inequality 
of any of the four periods. Its effects on the incomes of Thai people were neg- 
ative among all income groups, but the proportional change was largest among 
those better-off households with capital to invest, causing measured inequality to 
decline significantly. Even when the crisis period is disregarded, a ranking accord- 
ing to changes in overall inequality is inconsistent with a ranking by annual rates 
of poverty reduction or the growth inclusiveness index at any poverty line. The 
reason is clear from the earlier discussion: the impact that growth has on poverty 
incidence depends on local inequality in the neighbourhood of the poverty line— 
as given by the local slope of the CDF—and not overall inequality. Changes in 
overall inequality over time are a poor predictor of changes in poverty incidence 
or the inclusiveness of growth. 


5. The political economy of structural change 
and inclusive growth 


Since the Asian Financial Crisis, Thailand has experienced political turmoil. A 
succession of mass demonstrations against elected governments, two military 
coups (September 2006 and May 2014), followed by military-led governments, has 
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coincided with a rate of GDP growth below the long-term average, itself mainly 
attributable to a reduced rate of private investment (Warr 2020). At the risk of 
some oversimplification, the view advanced here is that the primary distributional 
conflict in Thailand is regional.” 

On one side is the central region, including the capital, Bangkok, plus the 
southern region, loosely called ‘yellow shirt. On the other side are the north and 
north-east regions, loosely called ‘red shirt. There are yellow-shirt supporters in 
the north and north-east, but not many. There are also vast numbers of red-shirt 
supporters residing in Bangkok and surrounding regions, but most are relatively 
recent migrants from the north and north-east, with political affiliation to their 
home region. 

The essential distributional conflict is not between rich and poor households. 
Because the ‘red-shirt’-supporting north and north-east regions are on average 
considerably poorer than the ‘yellow-shirt’-supporting central and southern re- 
gions, external observers have often mistaken the conflict as one between better-off 
and worse-off people. This interpretation misses the main point. Economic in- 
equality is high within regions as well as between them. The primary distributional 
conflict is not between rich and poor within the central and southern regions 
or within the north and north-east regions. It is regional and crosses income 
distributional boundaries within regions. 

Regional tensions are not new to Thailand. They extend back at least to the 
nineteenth century and earlier (Baker and Phongpaichit 2014).’* Additionally, the 
debacle of the Asian Financial Crisis undermined confidence in the competence 
of the traditional ruling Bangkok elite to manage economic change. Expanded 
democracy, post-crisis, gave a political voice to these grievances. Underlying 
regional resentments emerged and Thai politics changed permanently. A new po- 
litical group appeared, led by the successful and extremely wealthy entrepreneur 
Thaksin Shinawatra, a native of the northern city of Chiang Mai. He saw a political 
opportunity arising from the crisis and exploited it brilliantly. He claimed that the 
north and north-east remained poor, relative to the rest of the country, because 
of unfairness in the regionally biased way the government operated. In particular, 
it favoured the Bangkok-based elite, leading to better public infrastructure, bet- 
ter public educational facilities, and better public health care (Warr 2014b). There 
is abundant empirical evidence to support these claims of regional bias in public 
expenditure policy (Webster 2005). 


1 Through 2020 and into 2021, after this discussion was drafted, serious political conflict developed 

regarding the democratic legitimacy of the ruling military-based government and the role of the Thai 
8 8 8 y 8 y 8 
monarchy. Distributional issues were not central to these events. 

Baker and Phongpaichit (2014) note that since the end of absolute monarchy in 1932 Thailand has 
experienced twelve military coups, with twenty-one charters or constitutions, an average of one ever 
' p y coup: y 8 y 

our years. 
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According to Thaksin Shinawatra, the north and north-east lost out because 
they lacked a political champion. He and his new political movement offered 
themselves in that role. The message worked spectacularly. With a combined pop- 
ulation of 52 per cent of the national total, the voting power of the north and 
north-east, combined with Thaksin’s huge popularity there, enabled his ‘red shirt’ 
political parties to win every election contested between 2001 and 2011. 

Thaksin Shinawatra’s message has been described as populist in that he success- 
fully portrayed the problems of the country as a consequence of the dominance of 
the traditional political elite. Thaksin was divisive. The ‘yellow-shirt’ establishment 
both feared and hated him. There was an important redistributive component to 
his policies. His governments introduced highly successful moves towards univer- 
sal health care (the 30 baht health card), reduction of farmer debt (through debt 
reduction-subsidized loans), and a system of fiscal transfers to rural villages (the 
village fund programme). 

There was a rural-urban dimension to this conflict. The central region, espe- 
cially Bangkok, is heavily urbanized. The north and north-east regions are more 
heavily rural. The most popular policy measures of the ‘red-shirt’ government of 
Thaksin Shinawatra (2001-2006) were ones that favoured, or were meant to favour, 
rural people. Thaksin, and later his younger sister Yingluck, also presided over a 
disastrous attempt to assist their rural base by supporting the producer price of 
rice through a government rice-purchasing scheme. This scheme was not about 
assisting poor people. The price supports favoured those farmers who were the 
largest sellers of rice, the largest farmers—not poor farmers, whose net sales of 
rice were small, or even zero. While rural-urban differences within the central 
region and within the north and north-east regions certainly exist, they have not 
been the principal focus of distribution-based political conflict, which has been 
predominantly about differences between regions. 

Warr and Supphannachart (2020) present data summarizing income differences 
between regions over the three decades since 1986. Bangkok metropolitan re- 
gion remained the wealthiest, followed by the central and south regions, with the 
north and north-east well behind and not catching up. In 1986, average income in 
Bangkok was 2.5 times the average in the north region and 2.8 times the average in 
the north-east. These differences barely changed in the succeeding three decades. 
Regional tensions can be expected to continue as long as these regional disparities 
are ignored. 


6. Conclusions 
Over the six-and-a-half decades between 1951 and 2017, Thailand’s real GDP per 


person grew at an average annual rate of 4 per cent. In the process, the structure of 
the Thai economy changed radically, but this structural change looks very different 
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when measured in output or employment terms. The output share of agriculture 
contracted and the share of manufacturing expanded, almost continuously. The 
employment share of agriculture also contracted, even more rapidly than its out- 
put share, but starting from a much higher level. The employment share of services 
grew correspondingly.’* Structural change contributed to economic growth, as rel- 
atively unskilled people moved from low-productivity rural employment to more 
productive urban and peri-urban employment in industry and services. The so- 
cial and economic flexibility to undergo this dramatic structural change clearly 
facilitated the massive reduction in extreme poverty that occurred. 

Economic policy contributed to urbanization through infrastructure and policy 
decisions. Physical transport infrastructure facilities linking the various parts of 
Thailand are excellent by developing country standards, even within rural areas, 
and have been so since the 1960s. In addition, public policy did not obstruct the 
relocation of workers to the new industrial regions, even though urban areas were 
already highly congested. 

Did Thailand’s ST affect inclusive growth and inequality? The Thai data on 
growth of output, growth of labour productivity, and structural change are so 
highly correlated that it is analytically impossible to separate their individual im- 
pacts. Growth and structural change must be conceived as a joint package. The Thai 
experience suggests that in the long run, Thailand’s growth and structural change 
have promoted inclusive growth and have also coincided with reduced inequality. 

In the medium term, the Kuznets hypothesis of an inverted- U-shaped pattern 
of inequality is supported by the Thai data. Somewhat surprisingly, the medium- 
term impact that growth and structural change have on inclusive growth depends 
heavily on the poverty line used in the calculation of poverty incidence. The rea- 
sons are described in this chapter. This finding is apparently new. Regarding what 
has recently been called ‘Kuznetsian tension (Alisjahbana et al. 2020) (the coex- 
istence of high rates of structural change and increased levels of inequality), the 
Thai data do not support such a relationship over the medium term. Over the long 
term, they suggest the opposite. 

The common but false claim that declining inequality maximizes the rate of 
poverty reduction rests on two errors. First, it ignores the possible trade-off be- 
tween rates of growth and changes in inequality. If more rapid growth leads to 
rising inequality, then it is possible that the highest rates of poverty reduction are 
achieved when growth is most rapid, even if inequality increases. The Thai data 
demonstrate exactly this outcome. Second, by focusing wrongly on the overall level 
of inequality, it ignores the fact that changes in poverty incidence in response to 


13 In Chapter 2, the editors of this volume distinguish countries in which agricultural employment 
is larger than either services or industry (‘structurally underdeveloped’) from those in which services 
employment exceeds agriculture (‘structurally developing’). Table 1.1 shows that most countries of 
developing East Asia belong to the second category. By these definitions, Thailand was ‘structurally 
underdeveloped’ until about 2008 and became ‘structurally developing’ only after 2012. 
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growth depend solely on inequality in the neighbourhood of the poverty line (the 
slope of the cumulative density function in this region) and not on the overall 
level of inequality. For example, changes in the extreme ends of the distribution 
can have large effects on measured overall inequality, one way or the other, but 
if they do not change the distribution in the neighbourhood of the poverty line 
they have no impact on measured poverty incidence or on the responsiveness of 
poverty incidence to growth. 

The available data show that the incomes of people living in or near the capital, 
Bangkok, and in the southern region (with the exception of the three southern- 
most, predominantly Muslim provinces) have remained much higher than those 
of people in the heavily rural north and north-east regions, despite massive inflow 
of poorly educated, low-skilled people from other parts of the country. The dif- 
ferentials between these income levels have barely changed over recent decades. 
The fruits of economic growth, especially industrial growth, have accrued over- 
whelmingly to residents of the central and southern regions, especially the capital, 
Bangkok, and its surrounds, including massive numbers of new residents, re- 
cently migrating from other regions. The important point is the persistence of 
a high level of regional inequality, not changes in it. If there is a ‘developer's 
dilemma in Thailand, it is seemingly not that growth and ST accentuate the gap 
between rich and poor households. It is that economic development has not di- 
minished the longstanding and politically toxic disparities between rich and poor 
regions. 
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Inclusive Structural Transformation 
in India 
Past Episodes and Future Trajectories 


Saon Ray and Sabyasachi Kar 


1. Introduction 


The Indian development experience has been a unique one. One the one hand, In- 
dia is one of the fastest growing economies in the world today, and its growth has 
completely transformed the life of billions of its citizens. On the other hand, it is 
the world’s largest democracy. Surely, there has been some tension between these 
twin objectives—transforming the economy in order to achieve high growth, and 
ensuring equity, which is demanded in a democratic system. How did the Indian 
state handle this Kuznetsian tension, which we call the ‘developer’s dilemma? 
This chapter attempts to answer this question. We start by analysing the trends in 
structural transformation and inclusiveness that define the Indian development 
trajectory. Looking beyond these broad trends, we next identify the economic 
regimes that have attempted to resolve this dilemma in different ways. We then 
attempt to understand the political factors affecting each of these episodes. Fi- 
nally, we draw conclusions about the lessons that can be learnt from the Indian 
experience.’ 

In terms of broad trends, we find that India, which started with a largely agricul- 
tural and stagnant economy at the time of her independence, achieved significant 
structural change during this period. However, the extent of industrialization, par- 
ticularly in the manufacturing sector, was limited. Most of the transformation was 
in the business and non-business services sectors and to a certain extent in utili- 
ties and construction. These structural changes and the resultant growth helped 
the economy bring down poverty rates, making it somewhat more inclusive. 


1 See Ray and Kar (2020) for a more detailed version of this chapter. 


Saon Ray and Sabyasachi Kar, /nclusive Structural Transformation in India. In: The Developer's Dilemma. 
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The extent of inclusiveness was, however, limited to poverty reduction, with 
inequality rates going up significantly over time. 

We find that there are two distinct episodes of the developer’s dilemma in 
post-independence India. The first episode (1960-1980) represents a period of di- 
rigisme when the state intervened aggressively to keep inequality from rising, at 
the cost of any structural transformation. Thus, the Kuznetsian dilemma was re- 
solved in this period by focusing completely on equity at the cost of prosperity. The 
growth rates during this episode were very low as a result of these interventions. It 
was a period of ‘inclusion without growth. The second episode (1980-2010) saw 
a gradual move towards liberalization and globalization. The objective of the state 
during this episode was to achieve structural transformation and growth; hence, 
the focus shifted from equity to prosperity. The resultant transformation spread 
to some of the more productive sectors of the economy—particularly business 
services—and, in line with Kuznets's hypothesis, this led to higher and rising lev- 
els of inequality. This resulted in what may be termed ‘growth without inclusion. 
However, given the democratic set-up, inclusiveness could not be ignored com- 
pletely, and the regime attempted to achieve a balance by bringing down poverty 
through aggressive anti-poverty programmes. 

In the political space, the first episode witnessed increasing political competi- 
tion, with the ruling political party looking for a new political narrative to regain 
its popularity. The economic ideology for most of this episode was strongly influ- 
enced by theories of export pessimism and import substitution. A combination 
of these two factors—the search for a new political narrative and an ideology that 
was suspicious of privatization and globalization—led to an extremely dirigiste 
economic policy paradigm. The objective of policy was to achieve greater inclu- 
siveness through a regulated process of industrialization. As mentioned earlier, 
this policy paradigm was very successful in stabilizing inequality but completely 
unsuccessful in bringing about any significant structural transformation in the 
economy. 

The politics during the second episode became even more competitive with the 
emergence of regional political parties, clientelist politics, and money power. These 
changes forced the political parties to become much more pro-business during this 
episode. The economic ideology also underwent significant changes during this 
episode; cutting across parties, politicians became much more market-friendly. 
These political changes turned the economic policy paradigm towards liberaliza- 
tion and globalization. The result was significant structural transformation and 
growth in the economy. Intense political competition, however, prevented any 
reforms of the factor markets and this limited growth in the manufacturing sector. 

This chapter presents each of these discussions in some detail in the subsequent 
sections. The structure of the chapter follows from this. Section 2 analyses the 
trends in structural transformation and inclusiveness, particularly during the pe- 
riod 1960-2010. Section 3 identifies and analyses the features of the developer’s 


SAON RAY AND SABYASACHI KAR 119 


dilemma in the two episodes described above. Section 4 describes the politics and 
the resultant policy paradigms during these episodes. Section 5 concludes by draw- 
ing lessons about the Indian experience and suggesting possible future trajectories 
of structural transformation and inclusiveness in India. 


2. Trends in structural transformation and inclusiveness 
in the Indian economy 


During the colonial period, the Indian economy was largely based on land- 
intensive agriculture. Other sources of employment included labour-intensive 
small-scale industry and natural resource-intensive plantations. There were some 
modern industries, but they made up only a small part of total industrial output 
and national income. The rest of the economy consisted of government adminis- 
tration, commerce, transport, and real estate—what could be termed the services 
sector. India was an open economy during this period and exports comprised 
mostly of agricultural raw materials and products. 

Under British rule, there was some industrialization and tertiarization in the 
economy in terms of national income. In terms of employment shares, 74.9 per 
cent of the workforce in 1900 was in agriculture, which increased to 76.5 per cent 
in 1925 and fell back to 74.8 per cent in 1946. The share of industry in the workforce 
was 10.6 per cent in 1900, fell to 9 per cent in 1925, and increased slightly to 9.6 per 
cent in 1946. The services sector’s share in employment was 14.5 per cent in 1900; 
it remained the same in 1925 and rose slightly to 15.6 per cent by 1947. All these 
trends clearly highlight the limited structural transformation that took place in 
pre-independence India. Industry and services attained higher labour productivity 
during this period but were unable to absorb a higher share of labour from the 
agricultural sector.” 

The Indian economy has experienced a remarkable transformation since in- 
dependence. The average growth rate of gross domestic product (GDP) between 
1960 and 2010 was about 5.1 per cent. Agricultural growth was about 2.8 per cent 
and industry and services grew at around 5.9 per cent and 6.6 per cent, respec- 
tively, during the same period. Figure 6.1 shows the decomposition of growth 
rates during this period by major sectors of the economy. Clearly, the contribu- 
tion of the agricultural sector in the growth of output diminished remarkably over 
this period. The shares of non-business services and business services both went 
up. Manufacturing and utilities and construction maintained their shares, while 
the contribution of mining diminished. Overall, there is a clear indication of a 
tertiarization of the economy in terms of value added. 


? Roy (2000) provides detailed analysis of the Indian economy in the pre-independence period. 
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Fig. 6.1 Growth decomposition by sector, India, 1960-2012 (% of Hodrick—Prescott 
(HP)-filtered, value-added growth) 


Note: Business services: financial intermediation, renting, business activities; non-business services: 
(a) wholesale and retail trade, repair of motor vehicles and motorcycles, personal and household 
goods, hotels and restaurants; (b) transport, storage, communications; (c) public administration, 
defence, education, health, social work; and (d) other community activities, social and personal 
service activities, activities of private households. 

Source: authors’ construction based on the Groningen Growth and Development Centre (GGDC) 
10-Sector Database Version 2015 (Timmer et al. 2015). 


Figures 6.2 and 6.3 show the effect of the different sectoral growth rates on the 
structure of the economy. Figure 6.2 gives the composition of value added in the 
economy. The continuous fall in the contribution of agriculture to overall growth 
led to the share of this sector falling from 52.7 per cent in 1960 to 15.3 per cent 
in 2010. The non-business services sector was the biggest gainer from this trans- 
formation, going up from 21.9 per cent in 1960 to 41.8 per cent in 2010. Business 
services also gained considerably, although from a very small base (from 4.0 per 
cent in 1960 to 11.1 per cent in 2010). The share of mining remained stagnant at 
around 2.4 per cent. Manufacturing increased from 11.6 per cent to 17.7 per cent 
and utilities and construction increased from 7.4 per cent to 10.7 per cent. This 
figure again highlights the strong tertiarization that was indicated in Figure 6.1. 
Although there is evidence of some industrialization, the increase in share over a 
fifty-year period is very small. This is true for both the manufacturing sector and 
the utilities and construction sector. 

Figure 6.3 shows the composition of employment in the various sectors. As we 
found earlier, the sectoral share of employment in pre-independence India had 
always been disproportionately monopolized by agriculture. We find here that be- 
tween 1960 and 2010, the share of agricultural employment fell from 71.8 per cent 
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Fig. 6.2 Value-added composition, India, 1960-2012 (% of value added) 
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Source: authors’ construction based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
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Fig. 6.3 Employment composition, India, 1960-2010 (% of employment) 


2010 


Source: authors’ construction based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 


2015). 


to 54.6 per cent. This fall is significant, but less than that of value added from this 
sector. The shares of employment in mining and in business services were very 
small, although the latter showed significant growth from a very small base (0.2 
per cent in 1960 to 2.2 per cent in 2010). The share of manufacturing employment 
increased very slightly from 9.6 per cent in 1960 to 11.5 per cent in 2010. The 
two sectors that showed a significant increase in employment share were utilities 
and construction and non-business services. The former grew from 1.6 per cent in 
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1960 to 7.4 per cent in 2010, while the latter grew from 16.1 per cent in 1960 to 
23.6 per cent in 2010. 

These trends highlight a number of points. First, structural transformation was 
more successful in terms of value-added share and less successful in terms of em- 
ployment share. Second, industrialization was limited in terms of employment in 
manufacturing, but this was compensated by employment in the utilities and con- 
struction sector. Finally, the tertiarization that was found in value added is also 
reflected in employment. 

The trends in structural transformation in India discussed above are confirmed 
by other studies. Rodrik et al. (2016) argue that, while structural change has con- 
tributed to growth in India, the economy has not undergone the rapid structural 
change that has been achieved in other countries, such as China or Vietnam. Ami- 
rapu and Subramanian (2015) have found that India has achieved only partial 
success in attaining multidimensional structural transformation. Kochhar et al. 
(2006) focus on the nature of the manufacturing sector in India, which has 
been skill-intensive rather than labour-intensive. According to them, together 
with the low scale of production compared with world averages, this has led to 
manufacturing absorbing less labour than in other countries. 

Kotwal et al. (2011) studied the dominance of the services sector as the distinc- 
tive feature of the Indian growth experience. They argue that this is because India's 
growth has not been state-driven like that of other Asian countries, but occurred 
as a result of the coincidence of new technology and skilled manpower that could 
take advantage of the technology. Diao et al. (2017) find that in the Indian con- 
text, rapid productivity growth in the modern services sector outpaced the shifts 
in employment, primarily because the modern sector employs relatively few work- 
ers; hence, employment shares in the modern sector have changed very little. All 
of these contributions highlight the services-led nature of growth in the Indian 
economy. 

We now turn to trends in inclusive growth in the Indian economy for the period 
up to 2010. Figure 6.4 presents the gross and net income Gini for India for the 
period under study. We find that inequality had a downward trend for the first part 
of this period, followed by a long upward trend during the second part. Overall, 
there is an increase in income inequality in India during this period. Chancel and 
Piketty (2017) also document this reduction in inequality up to the 1970s and a 
large increase since the mid-1980s. 


3. Developer’s dilemma: two episodes 


In section 2, we studied the trends in structural transformation and inclusiveness 
in India for most of the post-independence period as two independent economic 
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Fig. 6.4 Gross and net income Gini, India, 1960-2012 
Source: authors’ calculations based on UNU-WIDER World Income Inequality Database (WIID). 


phenomena. However, the developer's dilemma highlights the trade-off that is usu- 
ally faced by developing countries when they attempt to achieve both structural 
transformation and inclusive growth. How has this dilemma manifested itself in 
the Indian context and how has it been addressed by the Indian state? 

If we focus on the value-added share of the different sectors of the Indian econ- 
omy, we do not get a clear indication of the dilemma. Consider manufacturing 
and non-business services, two of the major non-agricultural sectors in the Indian 
economy. In both sectors, we find periods where inequality remains stable despite 
significant increases in the sectoral share of value added (roughly before 1980) and 
periods when inequality clearly rises with increases in the sectoral share. Thus, in 
terms of output, it seems that the dilemma is absent in the first period (1960-1980) 
but manifests itself in the second period (1980-2010).? 

The developer’s dilemma becomes much more clearly apparent when we fo- 
cus on the employment shares of the different sectors of the Indian economy. 
Figures 6.5 and 6.6 present the employment share of manufacturing and non- 
business services, respectively. In both sectors we find that for most of the period 
before 1980, there is a fall in sectoral share and stability in inequality rates. In the 
period after 1980, both the sectoral shares of employment and inequality rates 
go up. Thus, in terms of employment shares, we find two distinct episodes of 
the developer’s dilemma manifesting themselves in the post-independence pe- 
riod of the Indian economy. In the first episode (1960-1980), economic inequality 
is stabilized, while there is negligible structural transformation of the economy. 


? See Figures 7 and 8 in Ray and Kar (2020). 
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Fig. 6.5 Gross income Gini and manufacturing employment share, India, 1964-2010 
Note: (i) the missing Gini coefficients were calculated using linear interpolation. See Figure 6.4 for 
the original data. (ii) Manufacturing value added and employment shares are five-year moving 
averages. For example, the data for 1975 are an average of data for 1971-1975. See Figures 6.2 and 6.3 
for the original data. These notes apply to Figures 6.5 and 6.6. 

Source: authors’ construction based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 
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Fig. 6.6 Gross income Gini and non-business services employment share, India, 
1964-2010 


Source: authors’ construction based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 


In the second episode (1980-2010), there is significant structural transforma- 
tion together with large increases in inequality. As we shall discuss in detail in 
subsequent sections, these two episodes roughly correspond to the two distinct 
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Fig. 6.7 Changes in labour productivity and employment share, India, 1960-2010 


Note: Sectors with higher than economy-wide average labour productivity that experienced an 
increase in employment share are in bold. 

Source: authors’ construction based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 


economic regimes that were adopted in the Indian economy. The first was an eco- 
nomic regime characterized by dirigisme that resulted in a period of very low 
growth rates. The second regime was characterized by a gradual liberalization and 
globalization of the economy, with rising growth rates during this period. 

So, what explains the trade-off highlighted in the developer's dilemma in the 
Indian context? Figure 6.7 gives some answers to this question in terms of the 
Kuznets hypothesis. This figure focuses on the changes in labour productivity and 
employment share in each of the major non-agricultural sectors during these two 
episodes. 

The upper panel represents the first episode. Here, consistent with our previous 
discussion, we find that there are very small increases or decreases in employment 
share in any of the five non-agricultural sectors, indicating negligible structural 
transformation during this period. Since there is very little increase in the employ- 
ment share of the higher productivity sectors, the Kuznetsian channel to higher 
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inequality is restricted, allowing this episode to resolve the dilemma by stabilizing 
inequality in the economy. 

The lower panel represents the second episode. Here, structural transforma- 
tion is significant in all sectors except mining. It is notable that with significant 
structural transformation taking place in this period within the higher productiv- 
ity sectors, particularly business services and, to a certain extent, also utilities and 
construction, the Kuznetsian channels of increasing inequality play an important 
role during this period. This explains the rising inequality in this episode. 

What was the impact of the two distinctly different approaches to the devel- 
oper’s dilemma in each of these episodes, especially in terms of growth? Figure 6.8 
throws light on this question by presenting the labour productivity growth for the 
whole period and the two episodes separately. It also gives the decomposition of 
this growth into two parts: (i) labour productivity growth within sectors (‘Within’); 
and (ii) labour productivity growth due to movement of labour to other sectors 
(‘Betweer). The first point to note is that, while productivity growth was reason- 
able for the whole period, it was mostly due to much higher growth in the second 
episode, which made up for the lower growth in the first episode. Second, pro- 
ductivity growth in the first episode was completely within sectors, and structural 
transformation has a negative effect on “Within growth by moving labour into 
less productive sectors. In contrast, in the second episode, more than one-third of 
the productivity growth was due to structural transformation, that is, between sec- 
tors. Thus, structural transformation enabled higher overall growth in the second 
episode.* 
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Fig. 6.8 Decomposition of labour productivity 
growth, India, 1960-2010 


Note: Decomposition uses the methodology of McMillan and 
Rodrik (2011). 

Source: authors’ construction based on the GGDC 10-Sector 
Database Version 2015 (Timmer et al. 2015). 


* This episodic nature of structural transformation has also been indicated in Ahsan and Mitra 
(2017). 
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4. Structural transformation and inclusive growth: politics 
and policies 


The developer's dilemma is really about policy choices that developing countries 
make in order to achieve a balance between structural transformation and inclu- 
siveness. These policy choices are, in turn, strongly influenced by two factors. The 
first is the extent of political competition in these countries. The more intense the 
political competition among political groups or parties, the lesser the possibility of 
the state adopting policies that bring about long-term development and wellbeing 
(Khan 2010) and the greater the possibility of the policies being short-sighted, 
avoiding any policies that are politically fraught. The second factor is the global 
trade possibilities available to developing countries. The greater the opportunities 
for participating in global trade and gaining from it, the stronger the possibil- 
ity that the economic ideology of the policymakers will be pro-privatization and 
pro-globalization. In this section, we focus on these two factors and discuss how 
they influenced the policy paradigm during the two episodes defined above and 
the effect they had on structural transformation and inclusiveness during these 
episodes. 


4.1 Politics and economic ideology: 1960-1980 


Politics in India was completely dominated by the Indian National Congress (INC) 
party for most of this episode. However, it gradually lost its dominant power and 
was finally defeated in the election of 1977. Together with the numerous economic 
shocks that India faced in this period, the INC’s objective of maintaining pop- 
ularity and remaining in power ensured that it gradually turned away from the 
public-sector-led industrialization strategy that was initiated by Nehru during the 
1960s to a very short-sighted, pro-poor, and anti-business economic regime un- 
der Indira Gandhi during this episode. The nationalization of domestically owned 
commercial banks in 1969 and the adoption of the Monopolies and Restrictive 
Trade Practices (MRTP) Act were part of this policy regime. 

In terms of the global economy and global trade outlook, this first episode cov- 
ered a period when the participation of developing countries in trade was largely 
restricted to the export of primary products to developed countries. Since the 
terms of trade were perceived to be very strongly against primary product exports, 
there was a strong feeling of export pessimism amongst developing country pol- 
icymakers during this period. India was no exception to this and the economic 
ideology during this period was one of anti-globalization and import substitution. 
This economic ideology was further strengthened by two more factors. The first 
of these was the adverse experience of free trade in the pre-independence period 
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under colonial oppression. The second was the highly successful Soviet experience 
at that time, which was also very statist, with a focus on the public sector. 


4.2 Policies and outcomes: 1960-1980 


Initially, the emphasis of this statist approach was on industrialization through 
massive investment in the public sector. Roy (2000) argues that this industrial 
policy followed from the Mahalanobis model (based on an adaptation of the 
Harrod-Domar model) and focused on the capital-intensive industries. The In- 
dustrial Policy Resolution of 1948 set out the goals of this industrial policy and the 
Industries (Development and Regulation) Act of 1951 created the instruments of 
implementation of the policy, namely, industrial licensing, tariffs on imports, and 
public investment. The Industrial Policy Resolution of 1948 emphasized the role 
of the state in the development of industry. The 1948 Resolution also underlined 
the role of small-scale and cottage industry in the development of the country. The 
Industrial Policy Resolution of 1956 laid emphasis on reducing disparities in in- 
come and wealth, regional disparities, and the concentration of monopoly power 
and private monopolies. It also emphasized the role of the state in setting up new 
industrial units and developing transport facilities. 

Over time, a combination of two factors—the search for a new political narra- 
tive due to increasing political competition and an ideology that was suspicious 
of privatization and globalization—led to an increasingly dirigiste economic pol- 
icy paradigm. The thrust towards industrialization weakened in the 1970s, as the 
country faced multiple shocks, including wars, severe droughts, and the global 
oil-price hikes. All of these put the ruling party under pressure, and it turned to 
more short-sighted policies focused on controlling inequality rather than on en- 
couraging industrialization and growth. The Industrial Policy Resolution of 1973 
highlighted the structural distortions that had crept in, and sought to remove these. 
Emphasis was laid on the interaction between the agricultural and industrial sec- 
tors. It introduced legislation to protect cottage industry. The investment limits 
for tiny and small-scale units were increased in the Industrial Policy Resolution of 
1977, which also aimed at optimum utilization of energy supplies and alternative 
sources of energy. The Industrial Policy Resolution of 1980 (based on the Indus- 
trial Policy Resolution of 1956) had four main objectives: optimum use of installed 
capacity, maximization of production and increased productivity, employment 
generation, and promotion of export-orientated industries. 

As we have seen in the previous sections, the policies for structural transfor- 
mation were a complete failure in achieving this objective. As a result, they kept 
growth rates pegged at very low levels (leading to the term “Hindu rate of growth). 
Ahluwalia (1985, 1991) argues that the key elements of the policy framework 
that constrained economic growth in India are the Industries (Development and 
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Regulation) Act of 1951 and the Industrial Policy Resolution of 1956. The first 
piece of legislation introduced the system of licensing for private industry that 
governed almost all aspects of firm behaviour in the industrial sector, controlling 
not only entry into an industry and expansion of capacity, but also technology, 
output mix, capacity location, and import content. The principal aim of this Act 
was to channel investments in the industrial sector in ‘socially desirable directions. 
The system of controls was reinforced in the 1970s with the introduction of the 
Monopolies and Restrictive Trade Practices (MRTP) Act in 1970 and the Foreign 
Exchange Regulation Act (FERA) in 1973. 

The combination of an industrial licensing system and an import licensing 
regime led to the elimination of the possibility of competition, both foreign and 
domestic, ‘in any meaningful sense of the term’ (Bhagwati and Desai 1970: 272). 
As the systems became increasingly complex over time, they resulted in ‘a wasteful 
misallocation of investible resources among alternative industries and also accen- 
tuated the under-utilization of resources within these industries’ (Bhagwati and 
Srinivasan 1975: 191), thus contributing to high levels of inefficiency in the in- 
dustrial sector. The three main elements of this policy—extensive bureaucratic 
control over production, investment, and trade; inward-looking trade and invest- 
ment policy; and the extension of the public sector beyond public utilities and 
infrastructure (Bhagwati 1993)—led to an increase in capital intensity and a falling 
output-to-capital ratio in almost all industries (Ahluwalia 1985). 

The policies specifically targeting inclusive growth during this period focused 
on poverty, rural backwardness, and food sufficiency. The slogan ‘Garibi Hatao’ 
(‘Remove poverty’) was coined in the late 1960s for this purpose by Indira Gandhi. 
Schemes included the extension of rural roads, the building of schools, the open- 
ing of bank branches, and the installation of electricity connections in villages 
(Roy 2000). Another development was the introduction of the Public Distribu- 
tion System (PDS). Food distributed through the PDS was initially meant to serve 
the poor, when food prices increased. India’s agricultural policy was targeted to 
achieve food security, which for years after independence was mainly done by ex- 
panding the area under cultivation.” The focus shifted to productivity in the 1950s, 
as uncertainties linked to international political developments brought changes 
in import flows. The Green Revolution in agriculture was a continuation of the 
focus on agriculture productivity and the most notable active policy for inclusive- 
ness adopted in the first episode. This policy introduced high-yielding varieties of 
wheat and greater application of chemical fertilizers to Indian farmers. Other mea- 
sures introduced to boost this policy included credit to farmers from nationalized 
banks, subsidized electricity for the extraction of water, and subsidized fertiliz- 
ers from nationalized producers. These were highly successful, and agricultural 


° The agrarian reforms between 1950 and 1965 included the imposition of a ‘land ceiling act, 
abolition of intermediary landlordship, and strengthening of cooperative credit institutions. 
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production increased by between 2 and 4 per cent per year between the 1970s and 
the 1990s. 

Overall, the policy paradigm of the first episode was extremely harmful to 
the structural transformation of the economy. Specifically, industrialization in 
the manufacturing sector and in the utilities and construction sector remained 
concentrated in highly capital-intensive, public-sector undertakings. This led to 
negative growth of employment in these sectors. Overall, the lack of structural 
transformation during this episode kept inequality from increasing, but at the cost 
of very low growth rates. It was a case of ‘inclusion without growth. 


4.3 Politics and economic ideology: 1980-2010 


There were a variety of national-level political experiments to form a non- 
Congress government as a substitute for the old Congress Party during this 
episode. As a consequence, the country moved to a competitive political environ- 
ment, with two or more political groups jockeying for power, a decreasing share 
of seats held by the majority party, and no single party assured of victory in na- 
tional elections. The level of political fractionalization increased sharply in the late 
1990s with the rise of regional parties, and it remained high in the 2000s. There 
were frequent changes of ruling party, the Bharatiya Janata Party (BJP) and the 
Congress alternately holding power in the period 2002-2010. The regional parties 
became important components of the ruling coalition and exerted a significant 
influence on what the main ruling party (whether the Congress or the BJP) could 
or could not do. Thus, whereas the political systems in many parts of the world 
(such as Bangladesh and Ghana) are characterized by classic competitive polit- 
ical settlements, India’s political system became multipolar, rather than bipolar 
(Varshney 1999). 

These changes in the political space had two distinct effects. First, the regional 
parties mostly used clientelist strategies in order to maintain their popularity and, 
given their importance in the new political space, the political environment be- 
came much more vulnerable to money power. This was accentuated by the rapid 
turnover of governments and closely contested elections, at both the national 
and regional levels, which led to a shortening of the time horizon of political 
parties. Second, again due to the increased fractionalization, election campaigns 
became increasingly expensive as political parties tried to attract voters with vari- 
ous inducements. Both of these effects led to an increasing pro-business economic 
ideology as political parties realized that their ability to fund their political ac- 
tivities depended on the growth of the economy and good relationships with the 
business class. 

A significant change was also taking place in the economic ideology of the po- 
litical parties during this period. In the international trade arena, a number of 
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countries from East Asia had started gaining tremendously from exporting manu- 
factured products to the West. When China joined this bandwagon, it soon became 
clear that the global economy and international trade gave a rare opportunity to 
developing countries to transform their economy through industrialization and 
exports. This led to a shift in the ideas and beliefs of Indian political leaders from 
a deep suspicion of the market and the private sector to a more pro-business ori- 
entation. This shift occurred across the political divide. Among the two dominant 
political parties, the right-of-centre BJP was more pro-market than the Congress 
but, with its nationalist leanings, was still suspicious of foreign investors, and 
therefore resistant to the easing of restrictions on foreign direct and portfolio in- 
vestment. The left-of-centre Congress had been historically anti-business, but had 
become markedly pro-market under the leadership of Narasimha Rao. As Mehta 
and Walton (2014: 30) note, ‘the policy changes on de-licensing and trade liber- 
alization can be seen as a product of the confluence of a changing cognitive map 
of state elites, and an evolving, rather than a radical, shift in the relationship with 
business interests. 

Rodrik and Subramanian (2004), on the other hand, argue that rather than ide- 
ological factors, there were significant political economy factors underlying the 
change to a pro-business approach during this period. There was a realization 
that India’s democracy was deepening and, as a result, the dominance of a sin- 
gle party was threatened by new opposition parties. At the same time, India saw 
the emergence of a business class that had the required capital to provide the po- 
litical parties with funds to effectively fight their opposition. While the business 
class was getting stronger both economically and politically, other political elites 
that had been dominant in the past (e.g. the rich farmers and white-collar profes- 
sionals described by Bardhan 1984) gradually receded into the background. It was 
clearly in the interest of Indira Gandhi to garner political support from the new 
business class rather than to go against them by opening up the economy with poli- 
cies that fostered competitiveness. Thus, the institutional changes brought about 
during this period were driven mainly by a political bargain between the Congress 
Party and the business class, rather than for reasons of enhancing the produc- 
tivity of the economy. This pro-business approach was further strengthened by 
Rajiv Gandhi after he came to power in 1984. This pro-business political approach 
and pro-market economic ideology came together to bring about a gradual pro- 
cess of liberalization and globalization in the Indian economy, in terms of both 
policy and economic outcomes, during this episode (Kar and Sen 2016). 

The rising political competition during this episode, however, also acted as a 
restraint on certain aspects of liberalization. The business class had been articu- 
lating for some time that manufacturing growth in India was running into land 
constraints, labour market rigidities, and other supply-side issues. It was clear 
that in order to achieve manufacturing-led transition, there was a need for cru- 
cial supply-side reforms, including land reforms and labour reforms. However, 
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this was a politically fraught issue, and reforms could only be pushed through 
if there was some consensus on the details of those reforms across the political 
parties—and the intense political competition during this period did not allow 
such a consensus to evolve. Thus, this episode threw up a political consensus 
for product market reforms without a corresponding consensus on factor market 
reforms. 


4.4 Policies and outcomes: 1980-2010 


The policies that brought about structural transformation in this episode were 
those that enabled a gradual process of liberalization and globalization of the In- 
dian economy. In the mid-1980s, under the government of Rajiv Gandhi, there 
was liberalization of industrial controls when some industries were taken out of 
the purview of industrial licensing. Modernization of equipment was also allowed 
in a limited manner, and expansion of capacity up to a mandated efficient scale 
was permitted in industries where economies of scale were considered to be signif- 
icant. Finally, the coverage of industrial licensing was also relaxed to allow not only 
small firms but also medium-sized firms to fall outside its purview. On trade poli- 
cies, there was a gradual shift from quotas to tariffs, as well as a renewed emphasis 
by the new administration on export promotion. 

The services sector also underwent reforms in the 1990s and 2000s. With lib- 
eralization, greater freedom of establishment was possible for both domestic and 
foreign service providers. The pace of reforms varied from sector to sector, with 
slower reforms in sectors in which restructuring would lead to large lay-offs, and 
sectors where reform could reduce access to services by rural or poor communities 
(Arnold et al. 2016). 

As discussed previously, however, the policies of liberalization and reform could 
not include crucial-factor market reforms, particularly land and labour reforms, 
due to the increasing political competition during this episode. This had a damp- 
ening effect on the growth of the manufacturing sector and shaped the trajectory 
of both structural transformation and inclusiveness in India during these decades. 
Structurally, the lack of significant manufacturing growth led to a strong tertiariza- 
tion of the economy, which also became more unequal and less inclusive, as a large 
part of the increase in employment share went to high-productivity sectors such 
as business services and utilities and construction. 

As inequality increased in India during the second episode, particularly follow- 
ing the adoption of the reforms of the 1990s, it was felt that policies focusing on 
inclusion would have to be adopted, albeit within the liberalized framework of 
the economy. This gave rise to the anti-poverty Mahatma Gandhi National Ru- 
ral Employment Guarantee Act (MGNREGA) programme, which guarantees 100 
days of unskilled manual work to all rural households in India. Launched in 2006, 
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it is the largest social security scheme in the world. The scheme gives an opportu- 
nity to rural households to earn a minimum income by getting the 100 days’ work, 
once a job card has been issued to their family. Despite this programme, inequality 
continued to be high and continued to rise during this episode. 

To sum up, the change in the global trade outlook for developing countries dur- 
ing this episode brought about a change in the economic ideology in India. The 
change in the ideology in turn brought about changes to the policy paradigm. 
These led to significant structural transformation in the economy, with a diminish- 
ing role for agriculture. Rising political competition, however, limited the extent 
of manufacturing industrialization. The lack of a significant rise in manufacturing 
sector employment and a corresponding rise in the non-manufacturing sectors 
with much higher labour productivity (utilities and construction and business ser- 
vices) also led to a rise in inequality during this episode. This may be termed 
‘growth without inclusion, and it brought back the Kuznetsian tension. Facing 
increasing political pressure, the state attempted to manage this tension through 
anti-poverty programmes. 


5. Conclusion 


The structural transformation of an economy is a complex process and its relation- 
ship with inequality depends on the relative growth of productivity, employment, 
and value added in different sectors. It takes very different paths in different coun- 
tries, depending on how exogenous factors like the global economic outlook, 
local politics, or technological changes shape up in different periods. In short, 
the Kuznetsian tension and the developer’s dilemma plays out very differently 
across countries and over time. What do we learn about these phenomena from 
the Indian experience? 

We find that structural transformation does not necessarily lead to a Lewis- 
type manufacturing-based industrialization. For the fifty-year period that we study 
here, we find that India moved towards a significantly smaller agricultural sec- 
tor, both in terms of value added and, to a lesser extent, in employment. This 
was mainly due to a strong trend towards tertiarization during this period. This 
mostly took place in non-business services, but also in the business services sec- 
tor, which was becoming increasingly significant, particularly in terms of its share 
in value added. Industrialization, specifically in terms of value added, remained 
rather slow, both in manufacturing as well as in utilities and construction. In 
terms of employment share, the experience of these two sectors were very differ- 
ent. Manufacturing saw only limited growth in employment share. In the utilities 
and construction sector, however, particularly in construction, there was a large 
increase in employment share. Figure 6.9 characterizes the type of industrializa- 
tion discussed in the introductory chapter of this book in terms of high or low 
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Fig. 6.9 Varieties of structural transformation in India, 1960-2010 


Source: authors’ illustration. 


share of value added and employment. We find that for the full period (1960-2010) 
the transformation in the manufacturing sector is ‘secular deindustrialization’ or 
the lower-left box in Figure 6.9. For the same period however, over this long 
post-independence period, the utilities and construction sector exhibited ‘primary 
industrialization, that is, the upper-left box in Figure 6.9. This characterization of 
the industrialization process for the full period is somewhat misleading, however, 
as the process can be very different over different episodes of development. In the 
Indian case, both the manufacturing sector and the utilities and construction sec- 
tor experienced ‘advanced industrialization during the first episode (1960-1980). 
The corresponding characterization for both the sectors during the second episode 
(1980-2010) is ‘primary industrialization. In Figure 6.9, this represents a jump 
from the lower-right box to the upper-left box. 

If the two episodes had distinctly different experience of industrialization, how 
did this impact the Kuznetsian tension in each of them? Figure 6.10 character- 
izes this tension for the Indian economy. As we have discussed, the first episode is 
defined by the global trade environment and local politics focused on stabilizing 
inequality; as a result, structural transformation and growth were low. This kept 
a check on the Kuznetsian tension during this episode, pacing it in the lower-left 
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Fig. 6.10 Patterns of Kuznetsian tension in India, 1960-2010 


Source: authors illustration. 


box in Figure 6.10. In the second episode, global trade conditions changed and so 
did the economic ideology, favouring policies that resulted in significant structural 
transformation. However, rising political competition prevented the supply-side 
reforms that were needed for the growth of the manufacturing sector. As a re- 
sult, the share in employment rose sharply in relatively high-productivity sectors 
such as business services and utilities and construction, and this, in turn, led to 
higher inequality. This brought back the Kuznetsian tension during this episode. 
The second episode thus belongs to the upper-right box of Figure 6.10. 

Based on the Indian experience in these fifty years, what can we speculate about 
the future trajectory of structural transformation and inclusiveness in the Indian 
economy? Falling back on the previous discussion, there are two factors that signif- 
icantly influenced the policy regimes that have thus far determined the trajectories 
of structural transformation and inclusiveness in India. The first of these was global 
trade opportunities for developing countries and their influence on the economic 
ideology of those countries. The second factor was the nature of the political com- 
petition in the country. Based on this analysis, there are three possible future 
trajectories that structural transformation and inclusiveness could take in India. 

Suppose the world trade environment in future is characterized by low 
global growth and protectionist policies towards developing countries. Together 
with this, if political competition remains intense in India, then—much as in 
the first episode—the economic policy paradigm might turn anti-globalization, 
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protectionist, and focused on controlling inequality. As in that episode, this would 
give rise to very little structural transformation and growth, although inequality 
might remain under control. On the other hand, consider a situation where world 
trade becomes favourable to developing countries, but political competition re- 
mains intense in India, with no consensus on supply-side reforms. This would 
enable India to continue the kind of transformation that was experienced in the 
second episode. This means achieving higher levels of de-agriculturalization, but 
with limited manufacturing industrialization. Since the manufacturing sector usu- 
ally absorbs low-skilled workers, slower rates of manufacturing growth would also 
lead to higher levels of inequality. In such a case, the government would have to 
manage this Kuznetsian tension by increasing anti-poverty policies. Finally, we 
can hope for a future where world trade is favourable to developing countries and 
political competition does not derail a consensus on supply-side reforms. This will 
enable India not only to achieve significant structural transformation, but also 
to enjoy significantly increasing shares of manufacturing industrialization. The 
higher levels of manufacturing growth will also ensure higher levels of inclusive- 
ness, keeping down the Kuznetsian tension in this case. Needless to add, this is the 
kind of structural transformation that would enable India to achieve truly inclusive 
growth. 
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7 
The Challenges of Structural 
Transformation, Inequality Dynamics, 
and Inclusive Growth in Bangladesh 


Selim Raihan and Sunera Saba Khan 


1. Introduction 


This chapter, in the context of Bangladesh, focuses on the ‘developer’s dilemma— 
the distributional tension that Kuznets (1955) hypothesized between structural 
transformation and inequality. The chapter examines the evolution, over time, 
of structural transformation and inclusive growth in Bangladesh. In particular, 
it explores the changes in the pattern and the role of the manufacturing sector 
contributing to structural transformation during the 1990s and the 2010s and 
their implications for the changes in poverty and inequality scenarios. The analysis 
of this chapter suggests that Bangladesh experienced ‘strong’ Kuznetsian tension 
during the 2000s and 2010s, and this has been associated with the growth of 
the manufacturing sector’s value-added and employment shares, or “upgrading 
industrialization, during the 2000s and 2010s. 

Bangladesh's long-term trend in gross domestic product (GDP) growth rate 
shows that the country has continued to gradually boost its growth rate over the 
past forty-six years, following independence in 1971. Starting with a highly volatile 
growth rate in the 1970s, the rate of GDP growth in the 2000s and 2010s grew 
higher and much steadier. The growth rate has risen steadily since the early 1990s, 
rising to over 5 per cent a year, just reaching the 6 per cent mark for a number of 
years over the 2000s, and then hitting the 7 per cent mark over the past few years. 
The average growth rate of GDP rose from 3.7 per cent in the 1970s to 6.7 per cent 
in the 2010s. For every decade since the 1990s, Bangladesh has been able to raise 
the average GDP growth rate by one percentage point. In 2015, as per the World 
Banks classification, the country made the graduation from low-income to lower- 
middle-income country status. In 2018, the country met the conditions of the first 
review to graduate from least-developed country (LDC) status, and it is expected 
to graduate from this status by 2024. 
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The composition of GDP between the early 1970s and the late 2010s changed 
quite significantly. During this period, the share of agriculture in GDP declined 
from as high as over 50 per cent to less than 15 per cent, the share of the services 
sector increased from around 35 per cent to more than 55 per cent, and that of 
industry increased from as low as 15 per cent to 30 per cent. As industry includes 
manufacturing, mining, and construction, if we look at the share of the manufac- 
turing sector in GDP, it appears that the share increased from as low as 5 per cent 
to 18 per cent during the same period and the share in recent years has been on the 
rise. This suggests that, contrary to many developing countries of a similar level of 
development, where the manufacturing shares in GDP have been either very low 
or ona declining trend, Bangladesh has been successful in increasing the manufac- 
turing share in GDP. However, despite the aforementioned success, over the years, 
the concentration in the manufacturing sector in Bangladesh increased in favour 
of the ready-made garments (RMG) sector, while the non-RMG manufacturing 
sectors performed rather poorly. 

With accelerated economic growth, there have been important structural 
changes in the economy of Bangladesh over the past four decades. Strong eco- 
nomic growth in Bangladesh led to some positive economic and social changes in 
the country. However, there are also important challenges in the form of lack of 
economic and export diversification, slow employment generation, poor working 
conditions, and a high prevalence of informality in the labour market. The country 
aspires to be become an upper-middle-income country by 2031. In this context, 
there is a need for a significant departure from the current pattern of structural 
transformation in the economy. Also, as the incidence of poverty is still high in 
a country with a population of more than 160 million and inequality is on the 
rise, the issue of inclusive growth is extremely important to achieving the desired 
pattern of structural transformation of the economy. Against this backdrop, this 
chapter analyses the nature of structural transformation in Bangladesh with an 
emphasis on inequality dynamics and inclusive growth. 


2. Economic history before the 1971 war of independence 


Bangladesh became an independent state and was separated from Pakistan in 
1971 through a nine-month war of independence. Pakistan emerged when the 
200 years of British rule came to an end in 1947 and two countries were cre- 
ated on the Indian subcontinent—India and Pakistan. Pakistan comprised two 
non-contiguous halves—East Pakistan and West Pakistan. These two wings had 
a number of structural differences in terms of land/population ratio and develop- 
ment strategy. At the time of independence in 1947, both wings of Pakistan were 
agrarian economies. 
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During the 1950s and 1960s, Pakistan adopted an import substitution trade 
strategy that imposed import tariffs to protect domestic industries and taxed agri- 
cultural exports (Anjum and Sgro 2017). The lions share of export earnings was 
from jute, which was from the East Pakistan. During those years, the economy of 
West Pakistan experienced notable progress in the form of industrial and agricul- 
tural development and business expansion (Bose 1983). The planning commission 
was formed to help devise the five-year plans. The plans focused strongly on in- 
dustrial development in West Pakistan, which resulted in inequality in regional 
income. While this form of industrialization largely benefited the western wing, 
East Pakistan was highly agrarian; as a result, it did not receive priority and had 
low per capita income gains. Per capita income disparity between East and West 
Pakistan was on the rise from the early 1950s onwards. According to East Pak- 
istani economists, East and West Pakistan were individual regions with their own 
distinctive economies. As a result of the immobility of labour between the two 
regions and the high cost of intra-regional transportation of commodities, they 
stressed the need for regional autonomy for economic development in Pakistan. 
The issues put forward by East Pakistan resulted in an increase in the sense of mis- 
trust between the two regions which lasted throughout the next decade. During 
this time. economic growth in East Pakistan was sluggish, resource allocation from 
the central government was inefficient, and there was a lack of effective political 
representation (Islam 2003). 

Eventually, the discrepancies between East and West Pakistanis led to the need 
for restructuring the rules that governed the Pakistani state. The Six Point Pro- 
gramme in 1966 initiated the restructuring process, which stressed the need for a 
higher level of autonomy for East Pakistan. The Six Point Programme was aimed at 
reducing the disparity between the two wings of Pakistan (Islam 2003). This pro- 
gramme, eventually, acted as a stepping-stone for the liberation war in 1971 and 
the ending of the rule of West Pakistan in East Pakistan. The war in 1971 resulted 
in the splitting up of Pakistan and the birth of Bangladesh. 


3. Structural transformation in Bangladesh 


Raihan (2018a)* explored the future prospects of Bangladesh's structural trans- 
formation by applying an analysis of Bangladesh’s past economic growth in a 
comparative perspective. Bangladesh's real GDP growth rate over the past ten years 
(2007-2016) was also one of the least volatile growth rates. Figure 7.1 presents 
thirty countries in the world to have registered an annual average GDP growth rate 
of 6 per cent or more over a period of ten years from 2007 to 2016. In Figure 7.1, 
these countries’ growth rates are plotted against the standard deviation of growth 


1 On which this section draws heavily. 
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Fig. 7.1 GDP growth rate and volatility of Bangladesh in a comparative perspective 
(average of 2007-2016) 


Note: The darker dot represents Bangladesh. 
Source: authors’ construction based on World Development Indicators (World Bank n.d.-b). 


rates from their respective averages. The low standard deviation, in this case, 
would suggest low volatility of growth rate during the period under considera- 
tion. Figure 7.1 shows that Bangladesh was among these thirty countries and also 
that its GDP growth rate had been one of the least volatile during this period. 
Among these thirty countries, Bangladesh ranked third in terms of least volatil- 
ity of growth rate, and only Lao Peoples’ Democratic Republic and Vietnam were 
ahead of Bangladesh in this regard. Though countries like China and India had av- 
erage growth rates higher than that of Bangladesh, they experienced much larger 
volatility than Bangladesh experienced. 

However, there are some apparent contradictions that are revealed by analysing 
Bangladesh's past growth experience. Bangladesh is among the top five out of those 
thirty countries, with a very high share of manufacturing exports in total mer- 
chandise exports. In 2016, among these top five countries, Bangladesh, Cambodia, 
and China had shares of more than 90 per cent, while India and Vietnam had 
shares of 73 per cent and 82 per cent, respectively. Interestingly, from 66 per cent 
in 1980, Bangladesh was able to increase this share to as high as 96 per cent by 
2016. Bangladesh’s progress in manufacturing exports is comparable only to that 
of China and Vietnam. 

The aforementioned apparent contradiction, however, lies in the fact that 
Bangladesh made such progress without any rapid structural transformation of the 
economy. Despite a very high share of manufacturing exports in total merchandise 
exports, the export basket of Bangladesh remained highly concentrated around 
low value-added and low-complexity products. A measure of the complexity of the 
economy is the economic complexity index (ECI) of the Center for International 
Development at Harvard University. The ECI measures the knowledge intensity 
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of an economy by considering the knowledge intensity of the products it exports. 
Among the aforementioned top five countries, Bangladesh performed poorly in 
the ECI. Between 1972 and 2016, Bangladesh never had a positive ECI value and 
the country’s ECI deteriorated over time. In contrast, China, India, and Vietnam 
have observed positive and growing ECI over the past two-and-a-half decades. 
Furthermore, Bangladesh also performed very poorly in terms of cost of doing 
business: the country ranked 168th out of 190 countries, according to the World 
Bank's 2020 Doing Business index. 

The structural transformation that has taken place up until now in Bangladesh 
is heavily linked to the pattern of imports and exports of the country. In 1972, 
exports and imports as shares of GDP were 5.7 per cent and 13.7 per cent, respec- 
tively. In 2019, exports and imports as shares of GDP stood at 15.3 per cent and 
21.4 per cent, respectively (World Bank n.d.-b). Over the years, Bangladesh has 
been successful in shifting from an aid-dependent to a trade-orientated economy. 
In 1973, net official development assistance (ODA) received as share of gross na- 
tional income (GNI) was 5.2 per cent and throughout the 1970s and 1980s, this 
ratio remained between 4 and 8 per cent. However, by 2018, the ratio had come 
down to 1.1 per cent (World Bank n.d.-b). Accelerated exports and remittance 
flow during the 1990s and onwards helped to reduce the dependence on external 
assistance. However, aid continues to play an important role in Bangladesh's de- 
velopment. Aid funds have also been diverted to finance the budget deficit and 
development projects in the country. External debt stock as a percentage of GDP 
in Bangladesh, compared with other countries, is still low. However, for further 
infrastructural development and structural transformation the country will need 
an increased flow of foreign loans. Therefore, in the near future external debt is 
likely to increase. 

The evolution of the composition of imports suggests that importing of agri- 
culture raw materials was high in the initial years, but over time this dependency 
has reduced (Figure 7.2). Over the years, Bangladesh has become self-sufficient in 
agriculture and has made progress in terms of attaining food security. Over time, 
manufacturing raw material imports for use in export-orientated industries have 
increased. Unlike many other developing countries, which are dependent on food 
imports, a large component of imports is manufacturing raw materials, linked to 
the country’s export composition. Bangladesh has experienced changes in export 
composition too. The country has shifted from raw jute export in the early 1970s 
to the ready-made garmet (RMG) industry in recent decades. Figure 7.3 depicts 
that a large chunk of Bangladesh’s exports is now dominated by manufactures, 
which is the RMG. The high dependence on the RMG sector is a matter of con- 
cern. Therefore, with respect to structural transformation, an important question 
for Bangladesh is how to diversify the export basket. 

If we focus on the manufacturing sector, despite some fluctuations, the share 
of manufacturing in GDP increased from as low as 4 per cent in 1972 to around 
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Fig. 7.2 Composition of imports, Bangladesh, 1977-2015 


Source: authors’ construction based on World Development Indicators 
(World Bank n.d.-b). 
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Fig. 7.3 Composition of exports, Bangladesh, 1977-2015 


Source: authors’ construction based on World Development Indicators 
(World Bank n.d.-b). 


15 per cent in 1984. But, between 1984 and 2016, this share increased by only 3 
percentage points, from 15 per cent to 18 per cent (World Bank n.d.-b). Though 
there has been a consistent but slow upward trend in the share of manufacturing 
in GDP between 1990 and 2016, the trend in the share of manufacturing in the 
country’s employment has been rather uneven during the same period. From a 
share of 12.4 per cent manufacturing employment in 1990, the share declined to 7.6 
per cent in 2000. However, the manufacturing employment share has seen a steep 
rise since 2000, and in recent years, the share stood at around 14 per cent (ILO 
2019). Figure 7.4 suggests that while the phase of industrialization in Bangladesh 
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Fig. 7.4 Varieties of structural transformation in Bangladesh, 1991-2018 


Source: authors’ construction based on Kim and Sumner (2019), World Development 
Indicators (World Bank n.d.-b), and ILOSTAT (ILO n.d.). 


during the 1990s was very close to a secular deindustrialization, during the 2000s 
and 2010s Bangladesh moved to the phase of upgrading industrialization. 

Despite the aforementioned progress in industrialization over the past two 
decades, one major concern is that the manufacturing sector in Bangladesh is 
highly concentrated around low value-added RMG. The country has not been yet 
able to move successfully to the next generation of manufacturing, especially to 
high value-added manufacturing. 


4. Income inequality, employment, and inclusive growth 
in Bangladesh 


While it is apparent that Bangladesh has been able to reduce poverty based on 
the US$1.90 poverty line income to around 14 per cent in 2016 from as high as 
around 40 per cent in 2000, the poverty rates based on other poverty line incomes 
were very high in 2016. With respect to the US$3.20 poverty line income in 2016, 
the poverty rate was more than 55 per cent. In the case of the US$5.50 poverty 
line income, the poverty rate in 2016 was around 85 per cent and for the US$10 
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poverty line income the poverty rate is close to 97 per cent (World Bank n.d.-a). 
For the last two poverty line incomes, the reduction in poverty rates has been very 
slow over the past three decades. 

Major economic policies in Bangladesh highlight the importance of accelerated 
economic growth, along with the reduction in poverty and improvement in the 
inequality scenario. However, over the past decade since 2010, despite high eco- 
nomic growth, the country has witnessed a rise in the inequality index. According 
to the Household Income and Expenditure Survey (HIES) of the Bangladesh Bu- 
reau of Statistics (BBS 2016), the Gini coefficient of income, which is a popular 
measure of income inequality, rose from 0.458 in 2010 to 0.482 in 2016. The actual 
inequality picture is thought to be worse than the BBS’s survey estimate, as these 
household surveys mostly fail to capture information from ultra-rich households. 
However, despite the data limitations, the growing inequality index suggests that 
the richer segment of society has been benefited more by economic growth during 
the aforementioned period, and the economic growth process has been far from 
inclusive. Figure 7.5 presents the 2 X 2 matrix depicting the Kuznetsian tension of 
inequality. During the period between 1991 and 2000 there was weak (‘adverse’) 
Kuznetsian tension, as inequality was on the rise while the growth-enhancing 
structural transformation was weak. However, during both the periods of the 
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Fig. 7.5 Patterns of Kuznetsian tension in Bangladesh, 1991-2016 


Source: authors’ construction based on World Development Indicators (World 
Bank n.d.-b). 
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2000s and 2010s, the Kuznetsian tension appeared to be strong, as inequality was 
still on the rise and at the same time growth-enhancing structural transformation 
was strong. 

One of the factors affecting structural transformation and inequality dynam- 
ics in Bangladesh is the country’s ability to use the benefits of the demographic 
dividend. Raihan (2018b) argued that although the economy of Bangladesh has 
steadily grown over the past two decades, utilizing the potential of the youth pop- 
ulation remains a big challenge. The country, being at the middle of the period of 
demographic transition, is yet to reap the benefits of the demographic dividend. As 
the window of opportunity of demographic dividend is only open until 2040, the 
composition of the workforce is highly dominated by low-skilled workers, which 
is a major concern in terms of receiving the true benefit of the demographic divi- 
dend. The Labour Force Survey 2016/17 of the BBS (2018) reveals that, although as 
high as 31.6 per cent of the total labour force are aged between fifteen and twenty- 
nine years, the youth unemployment rate of 10.6 per cent is much higher than the 
national average of 4.2 per cent—with the female unemployment rate much higher 
than that of men. There is a high degree of unemployment among educated youth 
too, as 13.4 per cent of unemployed youths have tertiary education and another 
22.3 per cent have higher secondary education. Furthermore, the rate for youth 
not in education, employment, or training (NEET) is found to be 29.8 per cent, 
with this rate for female youths as high as 49.4 per cent. Raihan (2018b) further 
argued that the dominance of informal sector employment and lack of decent work 
are among the notable predicaments of the youth employment scenario, where, in 
addition, young women are lagging behind their male counterparts. Though there 
are several youth-focused policies, for example, the National Youth Policy (2017), 
the National Skill Development Policy (2011), and the Seventh Five-Year Plan, 
most of these policies are argued to lack detailed work plans for implementation 
as well as any effective financing strategy. 

In relation to ensuring decent jobs, there are concerns about a high degree 
of informal employment in Bangladesh. In 2016/17, as much as 85 per cent of 
employment was informal. Women are more likely than men to be in informal 
employment. Also, though over the past three decades, the labour force participa- 
tion (LFP) rate of women has increased, the LFP rate of women remained stagnant, 
between 33 per cent and 36 per cent, from 2010 to 2016/17 (BBS 2018). Raihan and 
Bidisha (2018) explored both the supply- and demand-side factors affecting female 
LFP in Bangladesh. Their analysis suggests that issues such as child marriage and 
early pregnancy, coupled with reproductive and domestic responsibilities, have 
not changed much with the economic progress of the country, and these factors 
constrict female LFP. 

There has been a significant rise in the share of urban population in the total 
population over the years, and in recent years the pace of urbanization has been 
rather rapid. This has been promoted by a high rate of migration from the rural 
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areas to urban areas due to both push and pull factors. Push factors include land- 
lessness triggered by various economic (i.e. impoverishment) and environmental 
(i.e. various natural disasters) factors, and pull factors include better income op- 
portunities in the urban areas. In 2017, around 37 per cent of the total population 
of Bangladesh lived in urban areas (World Bank n.d.-b). Despite the growing share 
of urban population, the quality of services for citizens in urban areas remains 
poor. 


5. Policies shaped structural transformation, inequality, 
and inclusive growth in Bangladesh 


In Bangladesh, three broad regimes of trade policy reforms can be defined: 
1972-1980, the regime of restricted trade; 1980-1991, the regime of moderate 
trade liberalization; and from 1991 onwards, the regime of rapid trade liberaliza- 
tion (Raihan, 2007). During the first regime, trade, industrial, and other associated 
policies were targeted at developing an inward-looking economy. The broad ob- 
jective of the policy regime was to develop a public-sector-orientated economy, 
with the major emphasis placed on the leading and dominating role of the state. 
The expansion of the private sector was limited. On the other hand, the second 
policy regime is characterized by moderate reforms in all major aspects of eco- 
nomic policies and programmes ((Sobhan 1990; Rahman 1994). The restrictions 
on trade were relaxed and different industrial policies were put in place to move the 
economy from an inward-looking to an outward-looking one. Significant privati- 
zation took place during this period (World Bank 1989; Bhuyan and Rashid 1993). 
During the third trade policy regime, the speed of reforms intensified. The trade 
regime became significantly more open compared with the previous two regimes, 
while industrial and other policies continued to uphold the broad objective of 
private-sector development. 

After 1991, considerable rationalization of tariff rates took place in the form of 
lowering high tariff rates, reducing the number of rates, and compressing tariff 
bands. As a result, average nominal rates of protection for all tradables fell from 
88.6 per cent in 1991 to 22.2 per cent in 1999. The import-weighted tariff also 
declined significantly during this period. Also, the dispersion in tariff rates was re- 
duced. Asa result of the continued liberalization of the import regime, the number 
of tariff rates was reduced from eight in 1993 to five in 2003, and the maximum 
tariff rate was brought down from 350 per cent to 32.5 per cent during the same 
period (Raihan 2007). 

Until the mid-1980s, Bangladesh followed a strategy of import substitution. That 
regime was also characterized by a high degree of anti-export bias. However, since 
1985, several export policy reforms have been implemented, which have included 
trade, exchange rate, monetary, and fiscal policy incentives, aimed at increasing 
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effective assistance to exports. A few sectors, especially RMGs, have been major 
beneficiaries of these reforms. Reforms have provided exporters with unrestricted 
and duty-free access to imported inputs, financial incentives in the form of easy 
access to credit and credit subsidies, and various forms of fiscal incentives, such as 
rebates on income taxes and concessionary duties on imported capital machinery 
(Raihan and Razzaque 2007). 

The growth of Bangladesh's RMG exports is largely attributable to the interna- 
tional trade regime in textiles and clothing, which, until 2004, was governed by 
the Multi-Fibre Arrangement (MFA) quota system. This system restricted com- 
petition in the global market by providing reserved markets for a number of 
developing countries, including Bangladesh, where textiles and clothing items had 
not been traditional exports. The duty-free access for Bangladesh’s RMG products 
in the European Union (EU) has also greatly supported the growth of the sector. 
It then follows that despite the impressive growth record, the export base and the 
export markets have remained rather narrow for Bangladesh, which is a matter 
of great concern. Undiversified exports, in terms of both product range and mar- 
kets, are likely to be much more vulnerable to various shocks than well-diversified 
exports. Despite the policy reforms and various incentives offered, it seems that 
Bangladesh has failed to develop a diversified export structure. It is also important 
to note that export markets for Bangladesh have been highly concentrated, with 
North America and the EU being the major destinations. In 2018/19, around 62 
per cent of the country’s total exports went to the EU, while another 22 per cent 
was destined for North America.” 

Though all of the country’s successive governments since independence have 
announced policies and strategies to accelerate economic growth through in- 
dustrial sector development and diversification, industrial sector’s diversification 
remained unsuccessful. This lack of diversification can be associated with factors 
such as energy shortages, reduced bank credit availability, weak foreign direct in- 
vestment (FDI) inflow, labour unrest, poor law and order conditions, etc. Also, no 
less to blame are the contradictory policies that vitiated the overall business cli- 
mate, discouraged investors, and hindered the country’s industrial activity. Such 
industrial policies were not successful because they lacked a strategic vision or 
a clear path for the growth of industry. The policies barely tackled the major 
concerns that hampered economic development, making the policy measures 
ineffective. The supply-side constraints, both systemic and policy-induced, that 
were the major impediments to the expansion of private-sector manufacturing 
industries were virtually not recognized in the policies. 

For structural transformation, an important contributor is FDI. However, even 
compared with the LDC norm, Bangladesh has still not been able to attract much 
FDI. In 2016, the ratio of FDI to GDP in Bangladesh was less than 1 per cent, 


? See http://www.bgmea.com.bd/page/Export_Performance (accessed 7 October 2021). 
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whereas the LDC average was 3.3 per cent and the lower-middle-country average 
was 2.1 per cent (World Bank n.d.-b). Bangladesh’s weak infrastructure and poor 
business climate are critical issues in attracting both domestic and foreign invest- 
ment. As in the 2020 Doing Business index of the World Bank, Bangladesh ranked 
168th among 190 countries, the country’s worst performance is observed in the 
areas of ‘enforcing contracts, ‘getting electricity, and ‘registering property. 

Agriculture still constitutes a major sector in the economy. Over the years, trade 
liberalization has led to a reduction of tariffs on imports of agriculture. With the 
tariff reduction on imports of agricultural inputs, there were steep reductions in 
the prices of inputs, leading to a more efficient distribution of inputs and reduc- 
tions in marketing margins (World Bank 2016). The agriculture sector received 
a boost as result of the reduction in prices of pumps and tube well equipment 
brought about by liberalization of imports. Input market reforms led to the cul- 
tivation of irrigated rice (boro crop) even in the winter season. Reforms increased 
the use of technology in agriculture production. Reforms in the 1980s helped to 
increase government savings by reducing subsidies on inputs. The reforms led to 
the ‘Green Revolution’ as new varieties of rice were introduced by farmers and 
cropping land was put to use more than once a year. As a result, rice production 
expanded during this period, allowing the country to reach close to self-sufficiency 
in the early 2000s. 

Social protection programmes have always been at the core of the anti-poverty 
strategy of governments. They mainly address two issues in Bangladesh: risk and 
vulnerability. Social protection programmes in Bangladesh can be categorized into 
the following groups: cash transfer (mainly targeting poor individuals or families 
directly); income support to poor households; conditional transfer to poor house- 
holds (conditional on these households sending their children to school); access to 
or possession of income-generating assets and households for the ultra-poor; and 
the creation of job opportunities for the ultra-poor by providing free collateral 
loans, programmes for public works, and various rural development programmes 
(Khatun and Saadat 2018). However, the erosion of informal safety nets, rapid ur- 
banization, economic integration worldwide, and democratization of the political 
system have led to the demand for more strategic social protection programmes, 
which Bangladesh is still lacking. Also, the country spends less than 2 per cent 
on social protection, which is much lower than what is required. Hence, a total 
restructuring of the social protection policies and programmes is needed. 

While Bangladesh has made significant progress in gross enrolment in both 
male and female primary education, the country is seriously lagging behind in 
securing quality education for all. If we take average years of schooling as an 
indicator of any country’s educational status, in 2017, according to World Bank 
(n.d.-b), Bangladesh’s average was just 5.8 years—higher than Pakistan (5.2) but 
lower than India (6.4). But Bangladesh was well behind Sri Lanka (10.9) and some 
of the leading countries in South-East Asia, such as Malaysia (10.2), Thailand (7.6), 
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and Vietnam (8.2). Disappointingly, with around 2 per cent of GDP allocated to 
public expenditure on education in 2016, Bangladesh was among the countries 
in the world with the lowest ratio. The average ratio was 3.3 per cent for LDCs, 
4.3 per cent for lower-middle-income countries, 4.1 per cent for upper-middle- 
income countries, and 5.2 per cent for high-income countries. Bangladesh's ratio 
of public expenditure on education to GDP was even lower than the South Asian 
average. This is one of the reasons why private spending on education as a share 
of monthly household spending in Bangladesh is much higher than that of other 
South Asian nations. According to the latest household income and expenditure 
surveys available from five South Asian countries, the share of private expenditure 
on education in average monthly household expenditure in Bangladesh is about 
5.5 per cent, compared with 2.6 per cent in India, 4.8 per cent in Nepal, 2.5 per 
cent in Pakistan, and 1.9 per cent in Sri Lanka (Raihan 2017). This indicates that 
responsibility for educational expenditure falls heavily on private households in 
Bangladesh, and the position of the government is not yet ideal. 

It should be mentioned here that there are huge inequalities in the education 
sector in Bangladesh too. Differences are observed between regions and between 
rich and poor. Poorer people and people in remote rural areas have more restricted 
access than other groups to higher education and to better-quality educational 
services. Also, the current education system is not helpful in building a strong edu- 
cation sector because quality, access, and opportunities differ considerably across 
the different mediums of education—namely English medium, Bangla medium, 
and Madrasa system—and also among educational institutions in the public and 
private sectors. 

Public health spending as a percentage of GDP in Bangladesh is just 0.4 per 
cent—one of the lowest in the world. For this reason, Bangladesh’s share of out- 
of-pocket health spending in overall health spending is one of the highest in the 
world. In 2017, it was as high as 74 per cent, compared with the 51.65 per cent LDC 
average or the 57.3 per cent lower-middle world average (World Bank n.d.-b). 
This indicates that the burden of health spending falls heavily on Bangladeshi 
households, while the government contributes a far smaller share. 

In the context of the labour market dynamics of Bangladesh, international 
labour migration has been performing a substantial role since the early 1990s. A 
densely populated country mostly comprising unskilled and semi-skilled labours, 
Bangladesh has sent more than 10 million migrant workers to more than 140 
countries across the globe over a period of four decades since the late 1970s. A 
substantial part of the employment of the labour force has been generated by the 
international labour market, which comprises more than 12 per cent of the total 
labour force. About 1.8 million new labourers enter the market each year, while 
the current labour market mechanism only generates about 200,000 new formal 
sector jobs each year. Since the early millennium, remittance has been translated 
into one of the growth drivers of Bangladesh and has contributed significantly in 
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terms of poverty reduction and improving household welfare for a mass popu- 
lation. Workers’ remittances accounted for around 6 per cent of GDP in 2017. 
Studies show that the households of migrant workers benefit from remittances by 
having better education outcomes and better access to health care, water, sanita- 
tion, and nutrition. In the case of Bangladesh, remittance earnings are considered 
a vital source of foreign exchange, and short-term overseas employment helps to 
reduce unemployment (Raihan et al. 2009). 

Over the past two decades, Bangladesh has shown progress on a number of so- 
cial indicators, mostly due to a multifaceted service provision regime. With the 
expansion of services provided by non-governmental organizations (NGOs) dur- 
ing this period, the possibility of scaling up innovative anti-poverty experiments 
into nationwide programmes has become evident. Innovations in providing ac- 
cess to credit to the previously ‘unbanked’ poor, the development of a non-formal 
education system for poor children, particularly girls, and door-to-door health ser- 
vices through thousands of village-based community health workers are some of 
the notable examples. Despite a strong patriarchal society, the large proportion of 
NGO beneficiaries comprising poor women is evidence of the institutionalization 
of a large segment of NGO beneficiaries. 


6. The political economy of structural transformation, inequality, 
and employment in Bangladesh 


Hassan and Raihan (2018) applied the ‘deals’ framework to explore the politics of 
development in Bangladesh. In contrast to ‘rules’ (formal law-based governance), 
‘deals’ are characterized by informal arrangements and personalized transaction. 
Deals can be further categorized as open versus closed deals and ordered versus 
disordered deals. If the deals, once negotiated between business actors and state 
officials, are honoured, they are considered ordered; if they are not, they are disor- 
dered. If deals are widely available, they are open; if they are limited to a few elites, 
they are closed. 

Bangladesh has been generally pro-business, except during a few years after 
independence. But it manifested big ‘soft state’ syndromes and was hesitant on 
enforcing regulatory reforms, especially related to privatization and relaxing the 
bureaucratic regulation of industry. The convergence of international pressure 
(by the World Bank and the International Monetary Fund (IMF)) and national 
politics since the late 1970s, dominated by pro-market elites (politicians and bu- 
reaucrats) provided room for the state to devise and implement business-friendly 
regulatory and economic policies. These features of the political settlement of 
elites at the macro level broadly dominated the deals mechanism at the meso level 
and organized state-business relationships during the earlier growth acceleration 
phases. 
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A distinctly noticeable change in the deals landscape emerged in the late 1970s— 
from a mostly closed and disordered one to an increasingly open and ordered one 
(governing industrial nationalization procedures, the distribution of licences and 
permits, ambiguity about land reform, the granting of property rights, etc.). In its 
bid to establish new entrepreneurs and improve the industrial development driven 
by the private sector, the state adopted a de facto highly lax form of regulatory en- 
vironment, sanctioning loans for industries from specialized state-owned banks 
that culminated in a high level of defaulting on bank loans. This policy of so-called 
‘primitive accumulation was usually focused on cronyism to a lesser degree (for a 
few politically aligned and partisan business people), and mostly focused on open 
deals (for the majority of business people without political identity). The latter 
category created a constructive form of market-led corruption (bribing of govern- 
ment officials by business people) as well as large-scale rent-seeking, primarily by 
bank officials but also by officials of the ministries concerned, and the mechanism 
was largely regulated by an organized system of deals. This form of rent manage- 
ment contributed to the emergence of the RMG sector in the late 1970s and to 
the development of local entrepreneurs, specifically in the RMG sector. Many of 
these entrepreneurs, too, were created by the privatization of some state-owned 
industries. 

Closed but organized deals during the 1980s can be found to cover a range 
of economic activities—licensing, export and import, and large-scale develop- 
ment ventures, though not specifically developing industries. The management 
of sanctioning industrial loans and the restructuring of the nationalized sec- 
tors remained marked by a mixture of cronyism and open-ordered deals. These 
forms of state—business relations led to the development of a significant number 
of local entrepreneurs (in particular, an escalation of owners of RMG factories) 
and private-sector capital accumulation, which may explain, to some degree, the 
acceleration of growth, although low in nature, that one sees during that decade. 

During the competitive democratic political period (1991-2013), a major trans- 
formation of the deals mechanism occurred, primarily as a result of comparatively 
newer methods of rent management—a complex combination of monopolistic 
and especially duopolistic rent distributions (sharing rents around the political 
divide). In line with the process of de facto rent management, direct access to state 
resources/privileges (permits, licences, leases, etc.) tended to be largely closed and 
ordered and, critically, depended on the political identity of the person. Yet mar- 
ket players with the wrong political identity (or no political attachment, as was the 
case for most business people) were still able to work with government elites to gain 
state resources, under the environment of closed deals. These business practices, 
in essence, effectively turned closed deals into open deals. 

In Bangladesh, the competitive political process ended in 2013. What evolved 
after that can be considered the dominant-party phase in the political realm. Dur- 
ing this dominant-party phase, earlier rent management (i.e. rent distribution 
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across the political divide) changed considerably. Crony capitalist practices have 
seen a sharp rise since the emergence of dominant-party politics. Cases of crony 
capitalism in the banking industry have become prevalent, as reported widely in 
the print media. Private bank licensing was also the result of an apparent type 
of crony capitalism. Except in a few important sectors of the economy, such as 
electricity (in particular, related to large ventures) and very large infrastructure 
projects, state-business activities are now subject to growing numbers of rent- 
seekers (more politicians, government officials, police, regulatory officers, etc.), 
which has increased the cost of doing business. The rent-seeking model has also 
changed from the earlier fairly centralized one to an increasingly decentralized 
one. However, important economic sectors—large power plants, for example, or 
infrastructure—are still largely dominated by centralized rent allocation processes. 
This has resulted in a large rise in the number of actors involved in rent-seeking ac- 
tivities. Businesses now have to deal with veto-empowered rent-seekers at different 
levels of the hierarchies of the bureaucracy. 


7. The future trajectory of the structural transformation, inequality, 
and inclusive growth in Bangladesh 


The aforementioned analysis suggests that despite slow progress in structural 
transformation, poor business environment, and weak institutions, Bangladesh 
has been so far able to keep the momentum of economic growth. One political 
economy explanation for this apparent contradiction could be that Bangladesh 
has so far used its ‘youth bulge’ of demographic dividend quite efficiently and also 
has tapped in quite remarkably to its comparative advantage in low-skilled labour 
on two major fronts: RMG exports and exports of low-skilled labour. According 
to the United Nations Population Fund (UNFPA), a ‘demographic dividend’ is the 
economic growth potential that can result from shifts in a population’s age struc- 
ture, mainly when the working-age share of the population (fifteen to sixty-four) is 
larger than the non-working-age share of the population (fourteen and younger, 
and sixty-five and older). One problem with UNFPAs definition is that the age 
span (fifteen to sixty-four) is quite long and it doesn’t capture the youth bulge as- 
pect of the demographic dividend. In this case, the share of the youth population 
(fifteen to twenty-four) in the total population would be a more relevant indi- 
cator. It appears that among the aforementioned five countries, the youth bulge 
share of the population, between 1980 and 2015, increased for Bangladesh while 
for Cambodia, China, India, and Vietnam it declined. In 2015, Bangladesh's youth 
bulge share (19.5 per cent) was much higher than those of China (13 per cent), 
India (18.4 per cent), or Vietnam (16.9 per cent). 

With this high youth bulge as part of the demographic dividend, Bangladesh 
also managed to maintain a labour regime for a long time characterized by an 
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equilibrium trap of low-skilled labour and low wages, poor working conditions, 
and relaxed execution of labour laws in defiance of workers’ rights. Despite over- 
all weak governance and weak institutions, there have been supportive, efficient, 
non-conventional economic and political institutions in place in maintaining this 
labour regime. The returns from such a labour regime in the form of economic and 
political rents are so high that they act as a disincentive for further economic and 
export diversification, and in turn the production and export of high value-added 
and sophisticated products, investment in workers’ skill development, improve- 
ment in working conditions, and better execution of labour laws to ensure workers’ 
rights. Apparently, such high rents have also been able to offset much of the loss 
arising from the poor business environment. 

Can Bangladesh sustain the current momentum of economic growth? From a 
political economy perspective, the ongoing economic growth momentum is likely 
to persist as long as Bangladesh can continue to manage the labour regime riding 
on the youth bulge and comparative advantage in low-skilled labour. However, 
there are concerns that the challenges in the future are likely to be very differ- 
ent from those that Bangladesh encountered in the past. In the coming years, if 
proper investments are not made on human capital development, Bangladesh will 
lose much of the larger prospective productive returns from the youth bulge and 
demographic dividend. The country is also in the process of graduating from LDC 
status, aims to achieve the Sustainable Development Goals (SDGs) by 2030, and 
wants to move up to upper-middle-income country status. The economic growth 
strategies thus need to be revisited to negotiate the coming challenges. 


8. Conclusion 


Bangladesh's economic growth and development performance over the past two 
decades have been impressive. With the poor quality of institutions, such perfor- 
mance has often been termed a ‘development surprise’ or the ‘Bangladesh paradox’. 
Despite the aforementioned achievements, the fundamental question is whether 
Bangladesh can continue its success and achieve larger development goals with 
business-as-usual processes. There are concerns that the weak institutional capac- 
ity of the country may work as a binding constraint as the country seeks to meet 
the stiff targets of the SDGs by 2030, aspires to become an upper-middle-income 
country by 2031, and aspires to becoming a developed country by 2041. 

The trends in the quality of formal institutions between 1996 and 2016, as man- 
ifested by the movements on world governance indicators, suggest that, with some 
fluctuations, there are deteriorations in the areas of ‘voice and accountability, ‘po- 
litical stability, and ‘government effectiveness, and some trivial improvements 
in the areas of ‘regulatory quality; ‘rule of law, and ‘ccontrol of corruption. As 
the country is plunged into a number of challenges related to slow progress in 
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structural transformation, lack of economic diversification, a high degree of in- 
formality in the labour market, the slow pace of job creation, the poor status of 
social and physical infrastructure, the slow reduction in poverty, and rising in- 
equality, such poor improvements in formal institutions could lead to a situation 
where Bangladesh is trapped in the lower-middle-income country category. 
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8 
Adverse Political Settlements 


An Impediment to Structural Transformation 
and Inclusive Growth in Ghana 


Robert Darko Osei, Richmond Atta-Ankomah, and Monica 
Lambon-Quayefio 


1. Introduction 


The desire for a transformative change in the structure of the Ghanaian economy 
dates back to the immediate post-independence period.’ Unfortunately, the pace 
of structural transformation has been rather slow, and largely characterized by 
fairly stagnant manufacturing value-added and employment shares. In the past 
two decades, there seems to have been renewed hope that the country can get 
on to a path of higher growth and transformation, and in a way that is inclusive. 
Inclusive growth here is used to refer to a situation where economic growth is ben- 
eficial to all, including the poor. This renewed optimism is based on the fact that, 
generally, economic growth in Ghana over the past two decades has been good, 
averaging over 6 per cent annually. Also, the start of oil production in 2010 gave 
added hope that the country will have increased resources to support the structural 
transformation efforts. 

Ghana's growth and poverty reduction success has been well documented (see 
Osei and Jedwab 2017; Aryeetey and Baah-Boateng 2015). However, inequality in 
Ghana remains a challenge and has been increasing since the early 1990s (Cooke 
et al. 2016; Atta-Ankomah et al. 2020). On the one hand, this could actually be 
consistent with Kuznets’s hypothesis, where, in the early years of a country’s de- 
velopment, growth is associated with increased inequality (Huang et al. 2012). On 
the other hand, this may suggest that structural transformation of the economy 
may have been rather weak, and characterized by growth that is not inclusive. The 
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key, though, is to understand the nature of the industrialization path that has been 
associated with structural transformation in Ghana. Indeed, the new debates 
around inclusive structural transformation relate to the type of industrialization 
pathway embarked upon, as that dictates the policy choices available to a country 
(Kim and Sumner 2019). 

This study provides an analysis of structural transformation and inclusive 
growth in Ghana. It does this by interrogating the policies pursued, and the po- 
litical imperatives driving the policies and how they are implemented and also 
discusses how all these have influenced the pathway of structural transformation 
and inclusive growth in the past six decades after independence. 


2. Structural transformation and inclusive growth 
from 1960 to the 1980s 


2.1 Trends in structural transformation: a period of secular 
deindustrialization 


The transformation of Ghana’s economy in the immediate post-independence pe- 
riod can be described as a short-lived primary industrialization. The economy in 
the first half of the 1960s was largely characterized by high shares of agriculture in 
aggregate value added and modest gains in the shares for the burgeoning manu- 
facturing sector. The manufacturing sector share (that is, manufacturing output as 
a percentage of gross domestic product (GDP)), for instance, recorded modest in- 
creases from 13.7 per cent in 1960 to about 19 per cent in the mid-1970s—growing 
at an average rate of 6 per cent per year. The increasing share for the manufac- 
turing sector was due to the industrialization drive of the Kwame Nkrumah-led 
government, which focused on expanding Ghana’s manufacturing base as part of 
the import substitution industrialization (ISI) policies. 

After the early 1960s and until the mid-1980s, estimates from Timmer et al. 
(2015) indicate that the economy experienced a stagnation in all major sectors, af- 
fecting the overall growth trajectory of the country. The manufacturing sub-sector, 
which was particularly affected, recorded double-digit negative growth rates in the 
early 1980s and was the least contributor to economic growth. The downturn in 
the economy in the early 1970s and mid-1980s coincided with high instability in 
Ghana’ politics, with four episodes of coup détats in this period (Osei 2001). 

The structure of the economy also reflected in the employment patterns for the 
various sectors, as suggested by Aryeetey and Baah-Boateng (2015). Looking at 
this period, the employment shares for the agricultural sector declined marginally 
from 61 per cent in 1960 to about 58 per cent by the 1980s (see Figure 8.1). At the 
same time, the employment shares for the manufacturing sector, although stag- 
nated between 1964 and 1967, continued to rise, averaging about 2 per cent per 
year until the end of that decade. The employment shares for the non-business 
services subsector increased from 22 per cent in the early 1960s to 27 per cent 
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Fig. 8.1 Employment composition, Ghana, 1960-2011 


Notes: Business services: financial intermediation, renting, business activities; non-business 
services: (a) wholesale and retail trade, repair of motor vehicles and motorcycles, personal 
and household goods, hotels and restaurants; (b) transport, storage, communications; 

(c) public administration, defence, education, health, social work; and (d) other 
community activities, social and personal service activities, activities of private households. 
These notes apply to Figs 8.1, 8.4, 8.6, 8.7, 8.12, and 8.13. 

Source: authors’ compilation based on World Bank (2019) and (UNU-WIDER 2019). 


by the end of the decade, and remained so until the end of the 1980s. This 
non-business services sub-sector was characterized by low productivity and low 
skills, and included activities such as wholesale and retail activities and repair of 
motor vehicles. The employment shares for the high-productivity business ser- 
vices sub-sector, on the other hand, remained constant throughout the period at 
0.3 per cent annually. We will characterize the economy over this period as being 
on a secular deindustrialization path where overall employment shares for manu- 
facturing remained stagnant and the manufacturing value added shares decreased. 
(Figure 8.2). 

From about the mid-1980s, the country shifted away from the import substi- 
tution development strategy to a more liberalized trade regime, as recommended. 
under the structural adjustment programme (SAP). This led to increased trade, 
but with little emphasis on the manufacturing sector. 

Figures 8.3 and 8.4 tell a compelling story about the growth of the manufactur- 
ing sector and its role in the structural transformation path for Ghana. We note 
that the period between 1960 and 1983 recorded the lowest growth in labour pro- 
ductivity in the history of the country. Productivity growth for both within and 
between sectors recorded negative growth rates. This trend has been attributed 
to the political and economic instability that characterized this period (Osei and 
Jedwab 2017). 

Between 1960 and 1983, the high labour productivity sectors included business 
services, mining, and utilities and construction sectors. However, these high- 
productivity sectors accounted for low employment shares. On the other hand, 
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Fig. 8.2 Varieties of structural transformation in Ghana, 1960-2016 


Source: authors’ construct based on Kim and Sumner (2019). 
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Fig. 8.3 Decomposition of labour productivity growth, Ghana, 1960-2011 


Note: Decomposition uses the methodology of McMillan and Rodrik (2011). 
Source: authors compilation based on Timmer et al. (2015) and the Groningen Growth and 
Development Centre (GGDC) (2015). 


the non-business sector, dominated by informal activities, employed large shares 
of the labour force but was characterized by low labour productivity. Meanwhile, 
the declining manufacturing sector during this period also showed low levels 
of productivity and employment shares (see Figure 8.4). Contrary to the clas- 
sical structural adjustment trajectory, although the employment shares for the 
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Fig. 8.4 Changes in labour productivity and employment share, Ghana, 1960-2011 


Note: Sectors with higher than economy-wide average labour productivity that experienced an 
increase in employment shares are in bold. 
Source: authors’ compilation based on Timmer et al. (2015) and the GGDC (2015). 


low-productivity agricultural sector declined, there was neither a corresponding 
increase in employment shares for the manufacturing sector nor an increase in 
labour productivity. This, perhaps, was an early indication of the country’s pattern 
of transformation in which the manufacturing sector was leapfrogged. 

In summary, the nature of Ghana’s structural transformation started off as pri- 
mary industrialization in the early-to-mid-1960s. The industrialization agenda 
which began in this period focused on light manufacturing for the domes- 
tic market, as part of the ISI policies that were implemented. However, the 
industrialization drive stalled from the mid-1960s, when the economy began 
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to stagnate amid political and macroeconomic instability, resulting in secular 
deindustrialization. 


2.2 Policies and politics that shaped structural transformation 
and inclusive growth 


Policies of this period started with significant accumulation of physical capital 
as part of the industrialization strategy. However, this was not sustained. The 
worsening macroeconomic environment, which manifested in a deteriorating 
balance-of-payments and credit ratings, eventually led to the overthrow of the 
Nkrumah government, and with it an end to the socialist’s policies on economic 
and structural transformation. 

The two short-lived successive governments after Nkrumah implemented poli- 
cies that were sharply opposed to the socialist’s policies of industrialization pur- 
sued before. The ideologies of the National Liberation Council and the Progress 
Party governments focused more on pro-private capital (Fosu and Aryeetey 2008). 
Policies during these regimes aimed at achieving reduced inflation, reduced pub- 
lic investment, a tighter control over import licences, and a devaluation of the 
cedi (Killick 1978). Fosu and Aryeetey (2008) note that both total factor produc- 
tivity and physical capital’s contribution to overall growth continued to decline, 
although some positive results with respect to the macroeconomy was achieved. 
The period was also characterized by high levels of inequality which, some argue, 
was inherited from periods during colonization (Aboagye and Bolt 2018). 

The decade-long decline in Ghanas economic performance from the early 
1970s to the early 1980s was characterized by political instability, with five dif- 
ferent regimes during this short span (Fosu and Aryeetey 2008). While these 
governments pursued different and uncoordinated economic policies, total factor 
productivity continued to decline. Fosu and Aryeetey (2008) argue that the policies 
pursued in this period focused fundamentally on import substitution, restrictive 
foreign exchange regime, quantitative restrictions on imports, and price controls. 
Again, the extreme economic difficulties of the time led to another coup detat in 
1981, with the hope of changing the course of the Ghanaian economy. The Provi- 
sional National Defence Council (PNDC) regime was radical in its policies, similar 
to Nkrumah’s socialist ideology of state control. Initially, the policies implemented 
focused on reducing the role of the private sector (particularly due to the ris- 
ing inequality), while increasing the role of the state in the provision of essential 
services. The aim was to protect the poor from both local and foreign capital- 
ists that had dominated the private sector. The weak growth-enhancing structural 
transformation, coupled with rising inequality, produced a weak and adverse 
Kuznetsian tension during this period (see Figure 8.5). 
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Fig. 8.5 Patterns of Kuznetsian tension in Ghana, 1960-2016 


Source: authors’ construct based on Kim and Sumner (2019). 


The continued hardship, despite the radical interventions by the PNDC gov- 
ernment, compelled the government to reconsider its earlier stance on policy 
prescriptions from international financial institutions. This led the then govern- 
ment to sign up for the Economic Recovery Programme (ERP) in 1983. The 
medium-term objective of the ERP was to generate sustainable growth and de- 
velopment, while increasing the capacity of the economy to adjust to shocks 
(Aryeetey and Harrigan 2000). 

The ERP consisted of two categories of policies, intended, first, to achieve eco- 
nomic stabilization and, second, to restore economic growth through improved 
efficiency and productive capacities. Policies related to macroeconomic stabi- 
lization included a set of fiscal and monetary, as well as trade and payment 
policies. Ghana’s success in implementing the adjustment programmes was hailed 
by the World Bank (1993) and some researchers (see, e.g. Corbo and Fisher 1995; 
Osei 2001; Killick 2000). Despite the growth spurts however, progress was not as 
strong as expected (Aryeetey and Tarp 2000). Questions began to surface as to 
why the growth rates were slower than those of economies in East Asia. Aryeetey 
and Tarp (2000) have argued that the packages of macroeconomic and institu- 
tional policies implemented as part of Ghana’s ERP were not based on a unified 
framework of economic theory. 

In the early years of the reform (ERP), specific policies that focused on achiev- 
ing fiscal balance were implemented. Government expenditure was expected to 
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reduce significantly by restricting increases in public-sector wages and salaries, 
while increasing government revenue. By 1983, the government had raised tax 
rates on rental income and on consumables such as beer, cigarettes, and gaso- 
line, while new taxes on wealth, including property and non-commercial vehicles, 
were introduced. The government also introduced simplified tax schedules that 
capped the import tariff at a maximum of 30 per cent. This was complemented 
with a strengthening of the government's tax collection system. The policies on 
revenue mobilization yielded positive results and government revenue increased 
significantly (Aryeetey and Tarp 2000). 

During this period, although investment in public infrastructure provided the 
required social infrastructure, the level of macroeconomic instability, and political 
instability in particular, did not create the required environment for the trans- 
formation of the economy. In the absence of data on inclusive growth indicators 
during this period, Gyimah-Boadi and Jeffries (2000) suggest that growth from 
the early 1960s to the mid-1960s was not inclusive. They explain that the govern- 
ment’s highly ambitious strategy of import substitution created pay-offs for the 
most active political constituency of the Convention People’s Party, as well as a 
large number of educated and semi-educated graduates. 

Similarly, under the leadership of Busia whose ideology on liberalization fo- 
cused on the rural population, particularly cocoa farmers, it is reported that the 
levels of investment was biased in favour of the Ashanti and Brong-Ahafo re- 
gions, which were seen as the main political constituency of the regime (see 
Gyimah-Boadi and Jeffries 2000; Resnick 2016). General Ignatius Acheampong’s 
tenure (1972-1978) was also characterized by policies that catered to the needs 
of the urban population, who were thought to have been negatively affected by 
the policies implemented under the previous regime. Therefore, it has been ar- 
gued that in large part economic policy during this period was largely driven 
by ‘political rationality’ (Gyimah-Boadi and Jeffries 2000). It is based on this 
line of thinking that Frimpong-Ansah (1991) characterized the political elite at 
the time as ‘vampire elements’ who had remained even after the overthrow of 
Nkrumah (see Osei 2001). The high inequality associated with this time period 
reflects aspects of the adverse Kuznetsian tension as per the characterization in 
Figure 8.5. 


3. Structural transformation and inclusive growth, 1984-2010 


3.1 Trends in structural transformation: a period of stalled 
industrialization amid a changing policy and political space 


Following the start of the implementation of the ERP/SAP in 1983, overall eco- 
nomic growth and that of all the economic sectors, including manufacturing, 
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started to respond in a positive way. However, by the end of the 1980s, these bullish 
growth trends had become sluggish, declining continuously until 1995. It then be- 
came relatively more stable and indeed started showing signs of an acceleration 
from the middle of the 2000s. 
Between 1989 and 2010, the manufacturing sector’s contribution to overall eco- 
nomic growth declined continuously, while that of the utilities and construction 
sector, and later, mining grew (Figure 8.6). The result was a less important manu- 
facturing sub-sector relative to industry as a whole. Following an initial expansion 
in the second half of the 1980s, the manufacturing sector’s share in total output 
declined from 13.3 per cent in 1989 to 8.8 per cent in 2010 (Figure 8.7). The ser- 
vices sector’s contribution? to total output gained ten percentage points over the 
period and had reached 48.3 per cent by 2010. The agricultural sector also declined 
continuously from 41 per cent in 1984 to 29.5 per cent by 2010 (Figure 8.7). The 
trends in value-added shares across the sectors were generally reflected in sectoral 
employment shares over the period. A key standout feature of the trends in em- 
ployment shares is that the manufacturing sector average for the 1989-2010 period 
was similar to that for the 1960-1983 period. 

The period was also characterized by a high and growing trade deficit that was 
largely associated with unfavourable balance of trade in manufactures. Overall 
economic growth in this period was, therefore, largely driven by expansion in 
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Fig. 8.6 Growth decomposition of Hodrick—Prescott (HP)-filtered value 
added by sector, Ghana, 1960-2011 


Note: Excludes years in which any of the sectors’ values of contribution to value-added 
growth was smaller than —15.0 per cent. 
Source: authors’ compilation based on Timmer et al. (2015) and the GGDC (2015). 


> The services sector’s contribution to valued added is made up of business services and non-business 
services. 
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Fig. 8.7 Value-added composition, Ghana, 1960-2011 


Source: authors’ compilation based on Timmer et al. (2015) and the 
GGDC (2015). 


the services sector, and to some extent the non-manufacturing sub-sectors of in- 
dustry. The manufacturing sub-sector, however, remained generally stymied, even 
though overall economic growth was stable. Based on these trends, we argue that 
the structure of Ghanas economy responded to the ERP/SAP but in a way that 
rather promoted the services sector, as well as the non-manufacturing sub-sectors 
of industry. Unfortunately, the efficacy of the policies for the manufacturing sector 
was largely muted. 
In spite of the unfavourable trade performance, growth in aggregate labour pro- 
ductivity between 1984 and 2010 averaged 3 per cent per annum, compared with 
an abysmal average of negative 2.3 per cent for the period 1960-1983 (Figure 8.3). 
However, the growth in labour productivity in the period 1984-2010 was largely 
driven by within-sector differences in productivity, just as observed for the pe- 
riod 1960-1983. This could suggest one of two things. First, it could be the case 
that differences in labour productivity across the sectors may not have changed 
significantly between the two periods. Second, inelastic supply of labour could 
have accounted for the lack of mobility of labour between sectors. As noted earlier, 
the manufacturing sector’s share in value added experienced a gradual decline in 
the 1984-2010 period while its share in employment largely remained unchanged, 
moving Ghana towards stalled primary industrialization (Figure 8.2). Indeed, the 
share of manufacturing in total labour productivity continued with its downward 
trend from the 1960-1983 period and went into negatives by 2011. Meanwhile, 
other sectors, particularly the non-business services sector, experienced a high 
increase of their shares in total labour productivity. 

So why did the rebound in industry and manufacturing after the adoption 
of ERP/SAP fade so quickly? The ERP/SAP came with the implementation of 
a number of policy reforms, including trade and market liberalization policies, 
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privatization of state-owned enterprises, tax reforms, and a shift from ISI to an 
export-led industrialization strategy (Ackah et al. 2014). To complement the new 
outward-looking, export-led strategy, there were efforts made to restructure the 
industrial sector by addressing constraints that emerged from the ISI strategy, 
enhancing capacity utilization and strengthening institutional support to man- 
ufacturing firms. Ackah et al. (2014) argue that while these policy reforms are 
credited with the initial rebound in the manufacturing and industrial sector, the 
same are to blame for the loss in growth momentum by the late 1980s. This is be- 
cause the manufacturing firms were exposed to intense competition from imports, 
high-interest cost and currency depreciation (Ackah et al. 2014). This led to efforts 
in the 1990s to deepen institutional support to the manufacturing and industrial 
sector, with the implementation of sector-specific programmes while enhancing 
business support services. 

The early 2000s, which saw political power change hands for the first time in 
the fourth republic, came with a slight redirection of Ghana’s industrialization 
strategy, with emphasis on private-sector-led industrial production through the 
application of science and technology. This was part of a series of broad develop- 
ment programmes—the Ghana Poverty Reduction Strategy (GPRS I) and Growth 
and Poverty Reduction Strategy (GPRS I1)—supported by the World Bank and the 
International Monetary Fund (IMF) and implemented during the 2000s with the 
aim of achieving inclusive growth. 


3.2 Trends in inclusive growth, policy, and political environment 


In the 1980s and 1990s, when the SAP was in vogue, it was generally believed that 
the country needed to endure the short-run social cost, as the long-run benefits 
were going to be enormous (Sowa 2002). Hence, there was no explicit policy em- 
phasis on inclusive growth until the late 1990s, when the calls to put a human face 
on the adjustment measures were heeded. These calls culminated in the world- 
wide adoption of the Millennium Development Goals (MDGs) in the early 2000s 
(Sowa 2002). Data from the World Bank (n.d.-a) shows that in Ghana, for example, 
the incidence of poverty, based on the US$3.2 poverty line, increased from 
75.6 per cent in 1987 to 78.6 per cent in 1991. 

The promulgation of the MDGs coincided with the adoption of GPRS I and 
GPRS II, which emphasized inclusive growth. GPRS I provided direct support for 
human development, with special programmes for the vulnerable and excluded 
in society, as well as the active involvement of the private sector as the main en- 
gine of growth. By 2005, the incidence of poverty, based on US$3.2 poverty line, 
had reduced to 50.1 per cent (World Bank n.d.-a). GPRS II was implemented be- 
tween 2006 and 2009 to consolidate and enhance the progress made under GPRS 
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I by placing more emphasis on accelerated economic growth, sustained poverty 
reduction, and the attainment of middle-income status. 

The government benefited from a wide range of financial assistance, including 
funds from the Heavily Indebted Poor Countries Initiative, the Multilateral Debt 
Relief Initiative, Multi-Donor Budget Support, and the United States Millennium 
Challenge Corporation support (UNDP 2015). Commitment to the MDGs trans- 
lated into increased expenditure on the education and health sectors and other 
social protection policies/programmes, such as the elimination of school fees at 
the primary level, capitation grant, national health insurance scheme, and the 
Livelihood Empowerment Against Poverty (LEAP) programme (a cash grant pro- 
gramme). These efforts yielded some results and Ghana saw a reduction in the 
incidence of poverty to 32.5 per cent by 2012, based on US$3.2 poverty line (World 
Bank n.d.-a). However, it appears that non-poor households benefited more from 
the sustained high growth compared with poor households. An analysis from 
various waves of the Ghana Living Standards Survey (GLSS) between 1991 and 
2005 shows that households in the upper deciles experienced higher growth in 
consumption expenditure than households in the lower deciles (GSS 2007). 

The last three decades have witnessed an increase in economic inequality, par- 
ticularly during the 1990s and 2000s (Figure 8.8). An important factor that has 
contributed to this trend is the nature of structural change that Ghana experienced 
over this period. Osei and Jedwab (2017) argue that structural change in Ghana 
was characterized by a decline in the agricultural sector’s share in employment but 
the released labour were absorbed into the relatively low-productivity end of the 
informal sector. Manufacturing’s share in value added was on a downward trend, 
as mentioned in section 3.1, and associated with this was an increase in income 
inequality between 1990 and 2010 (Figure 8.8). The relationship between inequal- 
ity and growth-enhancing transformation remained ‘adverse’ in the 1984-2010 
period (Figure 8.5). Linked to the weak growth-enhancing structural transforma- 
tion in this period is that the employment-growth elasticity (estimated at 0.47) 
remained low (Baah-Boateng 2013; Aryeetey and Baah-Boateng 2015), with a large 
proportion of available jobs being vulnerable and/or falling short of being decent 
jobs (Baah-Boateng and Ewusi 2013). The weak response of employment to eco- 
nomic growth has been attributed to the fact that much of the growth was driven 
by low employment-generating sectors (Aryeetey and Baah-Boateng 2015) rather 
than by a transformative restructuring of the economy (Osei and Jedwab 2017). 
Inclusive growth policies and outcomes over this period occurred within a chang- 
ing political environment, which was particularly important with respect to its 
conditioning effects on the policies, processes, and outcomes. From the early 
1980s to 1992, when the ERP/SAP was implemented, Ghana was under Rawl- 
ings’ military dictatorship. This political environment allowed Rawlings to stay 
committed to economic reform, relying on a careful balancing act between techno- 
cratic implementation and authoritarian practices (Resnick 2016). This approach, 
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Fig. 8.8 Gross and net income Gini, Ghana, 1988-2013 
Source: authors’ compilation based on UNU-WIDER (2019). 


according to Rothchild (1991), Jeffries (1992) and MacLean (2010), crippled the 
political power of interest groups, hence they were unable to influence the govern- 
ment'’s reform agenda. The transition to democracy, however, was characterized by 
a shift in the incentive structure and interest group dynamics (Resnick 2016). The 
bid to win elections every four years created the avenue for resistance by interest 
groups and the incentive for politicians to respond (Resnick 2016). For example, 
the move by the government to introduce a 17 per cent value-added tax in 1995 
was opposed by a coalition of interest groups who demonstrated in Accra and Ku- 
masi to register their displeasure, and eventually led to the reversal of the policy 
(Osei 2000). Similarly, urban interest groups capitalized on the ‘political business 
cycle’ to agitate for the reversal of increases in utility prices, as noted by Hutchful 
(2002). According to Resnick (2016), a large proportion of the gains from the ERP 
had been eroded by the end of the first decade following the democratic transition. 

Aryeetey (forthcoming) argues that the electoral cycle in most democratic coun- 
tries in sub-Saharan Africa often dictates the nature of plans and policies, as well as 
their implementation. With the nature of Ghana’s political settlement increasingly 
becoming a competitive clientelist type (Oduro et al. 2014), the two dominant po- 
litical parties—the National Democratic Congress (NDC) and the New Patriotic 
Party (NPP)—have continued to ‘impress’ the voting public with policies in the bid 
to win the next election. The NPP government, for instance, reversed some of the 
ERP policies by increasing the public and civil service wages, as well as subsidies in 
the energy sector just as the 2008 election drew closer (Gyimah-Boadi 2009; Whit- 
field 2010). More recently, successive governments have had to continue with and, 
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in some cases, scale up a host of social protection programmes implemented in the 
2000s, partly due to the political importance of these programmes and the fears of 
political backlash and of losing votes in the next elections (Aryeetey, forthcoming). 


4, Structural transformation and inclusive growth after 2010 
4.1 Policies and trends in structural transformation 


The post-2010 period marks a watershed moment in Ghana’s industrialization 
agenda as a result of the discovery and production of oil in commercial quantities 
in this period. Oil production began in December 2010, and in that year real GDP 
grew by 7.9 per cent—3 percentage points higher than the growth achieved in the 
previous year. Overall economic growth hit 14 per cent in 2011, when oil produc- 
tion took place all year round. However, growth declined continuously after 2011 
and reached 3.7 per cent in 2016. Part of the reason for the decline in growth ex- 
perienced over that period was a massive and sustained power crisis between 2012 
and 2016. This affected the economy badly, particularly the manufacturing sector 
(Abeberese et al. 2017). However, data from the 2020 World Development Indi- 
cators (WDI) (World Bank n.d.-b) show that the share of manufacturing in value 
added trended upwards between 2011 and 2018, even though the increases in the 
shares of non-manufacturing industrial sector (particularly oil and mining) were 
much higher. Interestingly, growth in the value added share for manufacturing 
declined while growth in manufacturing’s share in employment increased in this 
period (Figure 8.2) suggesting a shift towards primary industrialization trajectory. 

Between 2010 and 2013, the government pursued the Ghana Shared Growth 
and Development Agenda (GSGDA I), which coincided with the beginning of oil 
production in Ghana. In addition to ensuring continued macroeconomic stabil- 
ity and enhancing the competitiveness of the private sector, GSGDA I aimed to 
change the structure of the economy to favour the services and industrial sectors. 
Some of the specific strategies under GSGDA I included the development of infras- 
tructure, as well as the salt and petrochemical-based industries to support oil and 
gas production. GSGDA I was succeeded by GSGDA II in 2014. GSGDA II aimed 
to sustain the shared growth while the economy continued on the path of transfor- 
mation and was to be implemented up to 2017. The administration that took over 
in 2017 has emphasized agricultural mechanization, productivity enhancement, 
and industrial transformation. Some of the key programmes and policies through 
which the goals of industrialization is to be achieved include ‘Planting for Food 
and Jobs, ‘Rearing for Food and Jobs; the ‘One District, One Factory; and ‘One 
Village One Dam initiatives. 
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4.2 Policies and trends in inclusive growth 


Between 2012/13 and 2016/17, the incidence of poverty in Ghana fell by only 
0.8 of a percentage point. Of this, economic growth effects was 2.2 percent- 
age points, while redistribution effect was 1.4 percentage points (GSS 2018). 
Thus, the incidence of poverty would have fallen by 2.2 percentage points if the 
redistribution effect had been zero. This suggests that growing economic inequal- 
ity in Ghana has negatively affected Ghana’s growth-poverty elasticity. Indeed, 
analysis from the last four waves of the GLSS showed that Ghanas growth- 
poverty elasticity declined from 0.17 in the 2005/06-2012/13 period to 0.07 in 
the 2012/13-2016/17 period (GSS 2018). This means that the level of poverty 
reduction associated with a percentage increase in growth has declined, imply- 
ing that economic growth has become less pro-poor after 2010. It needs to be 
noted that as inequality increased between 2012 and 2017, the manufacturing 
sector’s share in value added trended upwards. We will argue, however, that 
the Kuznetsian tension remained weak or ‘adverse’ even though the country 
seemed to be moving towards the region of strong Kuznetsian tension—where 
increasing inequality is associated with stronger growth-enhancing structural 
transformation. 

It must be noted that at the onset of oil production in 2010 there was con- 
cern about the need to ensure that the growth process was inclusive so that the 
already growing regional or spatial inequalities could be mitigated (Osei 2012). 
These concerns, in part, informed the policy direction of GSGDA I and GSGDA II. 
However, the period was associated with a large reduction in Ghanas growth- 
poverty elasticity. Also, largely due to the capital-intensive nature of the oil and 
mining sector, growth did not translate into increased job creation and decent 
work for the growing labour force. Instead, labour moved from rural agriculture 
into low-productivity areas within the services sector—characterized by wholesale 
and retail activities. Consequently, we will argue that ‘structural transformation in 
this period has been superficial and non-inclusive (see, e.g. Rodrik 2013; McMillan 
et al. 2014). 

In addition to the ambitious interventions in agriculture and industry by the 
government since 2017, there has also been an expanded access to senior high edu- 
cation in another intervention dubbed the ‘Free Senior High School policy, which 
began in September 2017. Financed mainly by government proceeds from oil pro- 
duction, figures touted by government officials indicate that enrolment increased 
by 69 per cent between 2017 and 2019, although significant infrastructural (both 
hard and soft) constraints remain (Ghana Business News 2019). This clearly has 
implications for the medium-to-long-term link between structural transformation 
and inclusive growth. 
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5. The future trajectory of the structural 
transformation-inequality-inclusive growth nexus 


The future trajectory of the structural transformation-inequality-inclusive growth 
nexus is one that is difficult to predict with a high degree of accuracy, given the 
importance of the evolving nature of political settlements and its implication for 
the deals environment (see Osei et al. 2017). In particular, one notes that an in- 
creasingly important feature of the politics in Ghana is that when there is a change 
in the party in power, some programmes of the previous government are discon- 
tinued. This means that the trajectory of the structural transformation-inclusive 
growth nexus is also dependent on whether there will be a change in the ruling 
party. However, we will still argue that the expected trajectory will take one of two 
forms—one associated with the medium term and the other with the long term. 

In the medium term, one expects the relationship to be inelastic—where some 
amount of structural transformation will occur, but with limited positive changes 
to inequality. We premise this argument on a number of related points. First, the 
changing structure of the economy is bound to continue, with growth in the ser- 
vices sector remaining strong and dominant. Second, even though we expect the 
growth in employment share in services to increase, this is likely to be dominated 
by the low-productivity sub-sectors, such as retail trade. We base this medium- 
term projection on two complementary factors. First, as noted in Osei et al. (2017), 
political patronage remains rife even though political settlement is becoming more 
competitive in Ghana. This means that the deals space is still dominated by elites so 
that growth favours sectors that are not too inclusive—particularly the extractive 
sectors. A second related point is that low-skilled labour from agriculture cannot 
move easily to the high-productivity end of the services sector. This is in large part 
a result of the generally low human capital associated with labour in the agricul- 
tural sector. This makes the movement of labour to the higher productivity end 
of the services sector (associated with higher skill sets) more difficult. It is for 
these reasons that we expect the medium-term elasticity of structural change with 
respect to inclusive growth to be limited. 

In the long term, one expects changes to favour a trajectory where struc- 
tural transformation impacts more positively on inclusive growth and, as a result, 
reduces inequality. We base our long-term projection on the following comple- 
mentary factors. First, the current educational policies of the government have 
the potential to increase the average human capital of the populace as a whole 
and also increase the emphasis on technical and vocational skills. This will po- 
tentially reduce the rigidities associated with vertical movement along the skills 
ladder of the labour force. Second, and as argued by Osei et al. (2017), the power 
of the growing middle class is bound to put increasing pressure on the political 
elite and force political settlements to become more competitive. This, coupled 
with increasing oil resources, will eventually engender investments in sectors that 
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are pro-inclusive growth. For this reason, one expects a more favourable structural 
transformation-inclusive growth nexus in the long term. 

These projections are not without risks, however. A key downside risk that may 
affect this long-term projection could come from the very nature of competitive 
elections in Ghana. Increasingly, this has the potential of compromising politi- 
cal settlements in Ghana in a way that is not conducive to inclusive growth. Our 
reasoning is premised on the fact that competitive elections are increasingly de- 
manding more resources for the running of political parties. Additionally, the 
winner-takes-all politics in Ghana (see Gyampo 2015) means that individuals 
are increasingly investing a lot more in political parties, with the objective of 
gaining better leverage when their party wins elections. Unfortunately, the in- 
creasing demand for resources from party financiers is intensifying rent-seeking 
behaviour. Rents, as we know, are typically highest in the extractive sectors and 
so there is increasing leverage for policy to favour activities in this sector. This 
‘political settlement-economic rent-seeking’ trap that the country finds itself in, 
is not easy to break out of and has the potential of working against policies that 
seek to maximize the speed and benefits of structural transformation for inclusive 
growth. 


6. Conclusion 


In this chapter, we have examined the nature of the link between structural trans- 
formation and inclusive growth in Ghana by discussing policies as well as the 
pathways of structural transformation since independence. We further juxtapose 
this with key outcomes in the form of growth, poverty, and inequality over time. 
In particular, we assessed how the nature of structural transformation helped to 
shape shared growth outcomes for Ghana. Our main findings are summarized as 
follows. 

First, the structure of the Ghanaian economy has changed, with services hav- 
ing become the dominant sector. However, the evidence suggests that this change 
has not been of the transformative type. Whereas the changing structure has been 
associated with changing employment shares from agriculture to the services sec- 
tor, we note that the productivity differentials between these sub-sectors have not 
been very large. This finding, which is consistent with Osei et al. (2017), suggests 
that labour movement in Ghana over the years has been from low-productivity 
agriculture to the low-productivity end of the services sector. Indeed, productivity 
has remained highest in the non-manufacturing industrial sector (extractive sec- 
tor), and this sector has not attracted a significant share of labour. Unsurprisingly, 
therefore, the link between productivity growth and employment in Ghana is 
found to be weak. 
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Second, Ghana's overall growth has improved markedly since the mid-1980s. 
This has in large part been driven by market-friendly policies, within a more sta- 
ble macroeconomic and political environment. Additionally, and in more recent 
times, the start of oil production has reinforced this growth of the economy. 

Third, we find that while the incidence of poverty has declined over the years, 
inequality has persisted. Part of the challenge, we argue, is the fact that employment 
growth has lagged behind economic growth. This muted employment response to 
growth is in part due to the nature of structural change that is occurring, and also 
to the low skill set of the labour force, which makes labour supply inelastic. 

We conclude by noting that structural transformation in Ghana can be char- 
acterized as having generally remained around stalled primary industrialization. 
Indeed, associated with this has been an increasing inequality, suggesting ad- 
verse Kuznet tension. In spite of this muted structural transformation in Ghana, 
there is potential for it to be more impactful on inclusive growth, particu- 
larly in the long term. However, even this potential transformation in the long 
run is not certain and is threatened by the nature of competitive elections in 
Ghana. 
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1 Introduction 


In South Africa, we have an interesting case for contextualizing the ‘developer's 
dilemma. In 1994, on the eve of South Africa's transition to democracy, we have a 
semi-industrialized economy re-entering the global economy after a period of eco- 
nomic isolation and political turmoil. Further, we have a country with one of the 
most unequal societies in the world, ridden with widespread poverty, and plagued 
by high open unemployment.* Thus, we have a developing country that needs to 
undergo a pattern of structural transformation which drives inclusive economic 
growth. The South African economy did generate moderate economic growth in 
the post-apartheid period—certainly prior to the financial crisis in 2009. How- 
ever, while the economy grew, inequality also rose, poverty decreased slightly but 
remained endemic, and unemployment swelled.” The structure of the economy 
transformed as it shifted toward services—tertiarization—and underwent secular 
deindustrialization. As such, we are presented with a Kuznetsian tension where 
a period of growth-inducing structural transformation has been accompanied by 
rising inequality (Kuznets 1955). 

Further, we have a country that differentiates itself from the rest of the region 
within which it is located—sub-Saharan Africa. Applying the taxonomy used in 
Alisjahbana et al. (2020), South Africa can be described as ‘structurally developing’ 


1 In Figure 9.7, we observe a net income Gini of 68.7 in 1993. Kingdon and Knight (2007) measure 
narrow unemployment at 17 per cent in 1995. Bhorat et al. (2020a) measure the headcount poverty at 
the US$1.90 line as 29.3 per cent in 1993. 

> In Figure 9.7, we observe a net income Gini of 73.4 in 2010. The narrow unemployment rate is 
estimated at 29.1 per cent in 2019 (Statistics South Africa 2020). Bhorat et al. (2020a) measure the 
headcount poverty at the US$1.90 line as 18.8 per cent in 2014. 
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Edited by Armida Salsiah Alisjahbana, Kunal Sen, Andy Sumner, and Arief Anshory Yusuf, 
Oxford University Press. © UNU-WIDER (2022). DOI: 10.1093/0s0/9780192855299.003.0009 
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rather than ‘structurally underdeveloped. Further, its pattern of structural trans- 
formation for the period 1980-2010 categorizes it as a ‘mature transformer’ as 
opposed to the region which is categorized as a ‘struggling transformer. Indeed, 
it is the most industrialized country within the region, and unlike other countries 
in the region, it has fully undergone ‘de-agriculturalization and is one of the most 
urbanized in Africa. 

This chapter evaluates structural transformation and inequality dynamics in 
the South African context. In section 2, we discuss trends in structural transfor- 
mation from the 1960s onwards. The discussion centres around three analytical 
periods: (i) 1960-1980, the period of industrialization; (ii) 1981-1993, the period 
of decline; and (iii) 1994—present, the post-apartheid period. Section 3 provides 
an examination of the growth and distributive outcomes, in terms of inequality, 
employment, and inclusive growth, in each period. In section 4, we consider the 
political economy and policies shaping structural transformation, inequality, and 
inclusive growth for each period. Section 5 concludes. 


2. Trends in structural transformation 


Leading into the 1960s, the South African economy was moving along the path 
of industrialization, while the race-based policies and institutions, which first 
emerged during the colonial period, and later accelerated under apartheid rule, 
entrenched a race-based inequality.* The early part of the twentieth century saw 
an agrarian economy shift towards industry, mining at first, followed by manufac- 
turing. Government regulations, such as the Natives Land Act of 1913, effectively 
eliminated the Black agricultural peasantry and created a mass of workers whose 
only option in terms of livelihood was to labour on White farms or mines (Bundy 
1979). In terms of urbanization, a slew of policies were legislated to facilitate 
racially segregated urban development, which reflected the economic need for 
cheap migrant labour to support rapid industrialization, and the political concern 
of permanent rural-urban migration (Turok 2012). The discovery of diamonds, 
and later gold, shifted an agrarian economy towards a mineral driven one (Nat- 
trass and Seekings 2010). Gold mining, in particular, was characterized by costly 
capital-intensive, deep-level mining activity and to ensure the profitability of 
mines, labour costs had to be kept low. This was achieved by adjusting the labour 
mix towards the increased employment of Black African labour at the expense 
of costly White workers. Due to the industry’s economic importance, the state 
wanted to maintain the profitability of mines, but was also concerned with the 
living standards of the White population, which demanded a ‘living’ or ‘civilized’ 


> A more detailed discussion on the pattern of structural transformation and its distributional 
outcomes in the pre-1960 period can be found in Bhorat et al. (2020a). 
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wage (Nattrass and Seekings 2010). To balance these two priorities, the state sought 
to find other sectors of the economy in which to employ White workers at high 
wages. Thus, the state sought to incentivize the development of the manufactur- 
ing sector, which set South Africas path towards an increasingly industrialized 
economy leading into the 1960s. However, while the economy was industrializ- 
ing, Blacks were systematically excluded from, first, land and water, then minerals, 
capital for investment, and finally human capital, all of which drove a widening 
inequality between Blacks and Whites, and the economy overall (Wilson 2011). 

The post-1960 period is known as the ‘winds of change’ period, when the process 
of decolonization and the separation of the UK from its Southern African colonies 
was formalized. However, this process stalled at the South African borders as sep- 
arate development took over in the form of formal apartheid systems. Overall, the 
post-1960 period has been turbulent both politically and economically in South 
Africa. Considering growth trends and economic structure, the period can be di- 
vided into three. The first period was characterized by relatively high economic 
growth and an expanding manufacturing sector, ending in 1981. The second pe- 
riod was characterized by a combination of challenges—including the after-effects 
of the oil crisis, the gold boom and bust, and increasing internal and external op- 
position to apartheid—and culminated in the 1994 democratic elections. The third 
period, the post-apartheid era, has seen South Africa’s reintegration into the global 
economy and a recovery in economic growth. In the remainder of this section, we 
detail the patterns of structural transformation in each of these periods. 


2.1 Period I: industrialization (pre-1981) 


Often referred to as the ‘golden age of growth in South Africa, real gross domes- 
tic product (GDP) growth was at its highest since the Second World War during 
the 1960s, averaging 6.3 and 5.1 per cent per annum over the 1960-1965 and 
1965-1970 periods, respectively. Growth lost momentum in the 1970s, with real 
GDP growth averaging 3.4 per cent over the period 1970-1980, as manufactur- 
ing growth stalled and the effects of the oil crisis were felt. This period of growth 
was driven by the expansion of the services sector, but most importantly, the ex- 
pansion of the manufacturing sector, and hence the process of industrialization 
(Figure 9.2). 

Leading into the 1960s, industrialization had gained full momentum, culminat- 
ing in peak industrialization being reached at the start of the 1980s, and hence the 
period 1960-1980 is marked by what Kim and Sumner (2019) term “upgrading 
industrialization (Figure 9.2). Over this period of manufacturing-led industrial- 
ization, the manufacturing share of value-added increased from 15.3 per cent in 
1960 to 23.7 per cent in 1980 (Figure 9.1), and thus accounted for just over one-fifth 
of annual value-added growth (Figure 9.3). In addition, the manufacturing share 
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Fig. 9.1 Composition of value added, South Africa, 1960-2011 


Notes: Business services are financial intermediation, renting, business activities; non-business 
services are: (a) wholesale and retail trade, repair of motor vehicles and motorcycles, personal and 
household goods, hotels and restaurants; (b) transport, storage, communications; (c) public 
administration, defence, education, health, social work; and (d) other community activities, social 
and personal service activities, activities of private households. 

Source: authors’ calculations based on the Groningen Growth and Development Centre (GGDC) 
10-Sector Database Version 2015 (Timmer et al. 2015). 


of employment increased from 15.3 to 16.5 per cent over the corresponding period 
(Figure 9.4). We thus observe a movement of labour towards a high productivity 
sector. Bhorat et al. (2020a) show that labour productivity almost doubled in the 
sector over the period. 

In tandem with this process of manufacturing-led industrialization, the rela- 
tive importance of the agricultural sector continued to decline. While value added 
in the agricultural sector declined from a low base of 5.2 per cent in 1960 to 3.7 
per cent in 1980 (Figure 9.1), the effects of de-agriculturalization were most keenly 
felt in employment. While in 1960 agriculture dominated employment, constitut- 
ing 48.8 per cent of employment, the sector’s share of employment almost halved 
over the period to 26.0 per cent in 1980 (Figure 9.4). Bhorat et al. (2020a) show 
that labour productivity in the sector almost tripled over the period. This produc- 
tivity growth may be partly explained by capital intensification in the sector, since 
the relative cost of capital fell by approximately 50 per cent over the corresponding 
period—through a combination of investment subsidies, tax breaks, and negative 
real interest rates (Nattrass and Seekings 2010). 

Further, we observe a marked shift towards the services sector over this period. 
It is evident in Figure 9.1 that value added in the services sector (business services 
plus non-business services) increased from 47.4 per cent in 1960 to 51.6 per cent in 
1980. The corresponding expansion in employment was much starker, increasing 
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Fig. 9.2 Varieties of structural transformation in South Africa, 1960-2011 


Source: authors illustration based on Kim and Sumner (2019). 


by 13.4 percentage points to 42.0 per cent in 1980. This pattern of tertiarization 
would continue in subsequent decades. 
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Fig. 9.3 Growth decomposition by sector, South Africa, 1961-2011 


Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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Fig. 9.4 Composition of employment, South Africa, 1960-2011 


Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 


Period I (1960-1980) is one marked by substantial labour productivity growth 
and hence growth-inducing structural transformation. Bhorat et al. (2020a) show 
that aggregate labour productivity more than doubled over the period, equivalent 
to an average annual growth rate of 3.6 per cent. Applying the methodology of 
McMillan and Rodrik (2011), which decomposes labour productivity growth into 
within-sector and between-sector elements, it is evident that between-sector pro- 
ductivity growth, and hence structural transformation, played a key role in driving 
productivity growth over the period (Figure 9.5). As alluded to above, and evi- 
dent in Figure 9.6a, this productivity growth was driven by a movement of labour 
towards the relatively high productivity manufacturing and services sectors. 

Consistent with the region within which it lies, South Africa started the period 
as, what Alisjahbana, et al. (2020) term, ‘structurally underdeveloped. However, 
over a comparable period, South Africa outperformed the region, and ended the 
period as ‘structurally developing’ In fact, South Africa’s pattern of structural 
transformation over this period was more in line with that experienced in develop- 
ing East Asia. Given South Africas pattern of structural transformation over this 
period, using the taxonomy developed by Alisjahbana et al. (2020), South Africa 
is termed a ‘catching-up reformer, while its home region is termed a ‘struggling 
transformer. 


2.2 Period II: decline (1981-1993) 


Moving from the 1970s to the 1980s, economic growth decelerated to such an ex- 
tent that real GDP per capita growth contracted between 1980 and 1995. Both 
internal and external factors played a role in this contractionary period. Slow 
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Fig. 9.5 Decomposition of labour productivity growth, South Africa, 
1960-2011 


Note: decomposition uses the methodology of McMillan and Rodrik (2011). 
Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 


growth was not unique to South Africa, with the Western world only just emerg- 
ing from the recession of the early 1970s, which was at least partially driven by 
the Organization of the Petroleum Exporting Countries (OPEC) oil crises. The 
mid-1980s also saw a decline in gold exports and the depreciation of the exchange 
rate after the collapse of the 1970s commodity price boom, which resulted directly 
in a declining level of output (Bell and Madula 2001). At the same time, there 
was growing international opposition to apartheid and rising political instability. 
This contributed to a substantial increase in debt, and a sharp fall in foreign direct 
investment (FDI) inflows. 

Period II is characterized by the onset of a pattern of ‘secular deindustrializatior 
and the increasing tertiarization of the economy, both of which continued into 
the twenty-first century. It is evident in Figures 9.1 and 9.4 that both manufactur- 
ing’s value-added share and employment share declined over the period. Drawing 
on Kim and Sumner (2019), South Africa’s industrialization path, which shifts 
from ‘upgrading industrialization in period I, to ‘secular deindustrializatio’ in 
period II, is consistent with a ‘premature deindustrialization path’ (Figure 9.2). 
Agriculture’s share of employment declines from constituting one-quarter of all 
jobs in 1981 to one-fifth in 1993, while its share of value added remains constant. 
The services sector continued to expand, with its employment share growing from 
41.3 per cent in 1981 to 51.9 per cent in 1993. Similarly, the sector’s share of value 
added increased from 44.5 to 49.1 per cent. Thus, this sector grew to constitute 
one-half of the South African economy. 

The decline in manufacturing, and the general collapse of the economy, is re- 
lated to the deterioration of economy-wide investment, as downstream manufac- 
turing goods are particularly sensitive to levels of investment in the economy (Bell 
and Madula 2001). Manufacturing, in general, is an import-intensive industry 
and was particularly badly hit by the rising price of imports resulting from the 
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Fig. 9.6 Changes in labour productivity and employment share, South Africa, 
1960-2011 

Note: Sectors with higher than economy-wide average labour productivity that experienced an 
increase in employment share are in bold. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 
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depreciation of the exchange rate (Bell and Madula 2001). The regression of the 
manufacturing sector corresponds with the sector’s weak export performance. The 
decline in manufacturing exports can also be linked to increased competition 
coming from the intrusion of Asian Newly Industrialized Countries (NICs) into 
the world market. Furthermore, South Africa had become increasingly isolated in 
the face of stringent economic sanctions put in place in opposition to the apartheid 
government. 

In comparison to period I, period II is marked by declining labour productivity 
growth, and hence growth-reducing structural transformation. Figure 9.5 shows 
that labour productivity declined, on average, 1.9 per cent per annum over the 
period, and that this decline was driven by within-sector variation. We observe in 
Figure 9.6b that labour resources moved away from the relatively high productivity 
mining and manufacturing sectors towards the services sector, however, primarily 
towards the relatively lower productivity non-business services sector. The pattern 
of structural transformation arising in this period, driven by tertiarization, espe- 
cially in non-business services, is consistent with that experienced by the Latin 
American region over the period 1980 to 2010. Alisjahbana et al. (2020) catego- 
rize this pattern of structural transformation as being consistent with a ‘mature 
transformer’. 


2.3 Period III: the post-apartheid period (1994-present) 


With the end of apartheid in 1994, economic growth reignited as economic sanc- 
tions were removed, FDI surged, and trade policy was liberalized in the late 1990s. 
This growth was relatively robust, at least until the global financial crisis. From a 
low of 0.9 per cent per annum in the 1990-1995 period, growth averaged above 
3 per cent per annum in the 2000-2005 and 2005-2010 periods, before moderating 
during the 2010s (see Figure 1 in Bhorat et al. 2020a). 

The pattern of premature deindustrialization, which took root in the 1980s, 
continued into the twenty-first century. As evident in Figures 9.1 and 9.4, the 
share of manufacturing in both value added and employment declined in the 
post-apartheid period, which Kim and Sumner (2019) would label ‘secular dein- 
dustrialization. 

Overall, there has been a general inability of the manufacturing sector to drive 
substantial increases in output and employment. The reasons for this are numer- 
ous. Bell and Madula (2001) argue that the manufacturing sector’s general inability 
to recover as a key driver of growth in South Africa is driven by the ‘external 
constraint; increased global competition, and generally adverse conditions for in- 
vestment over the period. Furthermore, South Africa is experiencing a scarcity 
of high-skilled workers. Bhorat (2001) shows that there have been substantial in- 
creases in the demand for highly skilled workers in the manufacturing sector, 
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coupled with a decline in demand for skilled and unskilled workers. With the 
growing services sector also demanding highly skilled workers, the manufacturing 
sector is struggling to compete with these skills-intensive industries for work- 
ers. This has contributed to an inability to penetrate skills-intensive, high-tech 
manufacturing subsectors. 

Correspondingly, the services sector continued to expand to such an extent that 
by the 2000s, South Africa had become a de facto services-based economy (Bho- 
rat et al. 2018). By 1999, non-business services accounted for one in every two 
workers, while the sector’s share of value added averaged approximately 49 per 
cent over the post-apartheid period (Figures 9.1 and 9.4). It was during this pe- 
riod that business services started to expand more rapidly. The sector’s share of 
value added more than doubled from 8.7 per cent in 1994 to 18.4 per cent in 2011, 
with the sector accounting for close to one-third of annual value-added growth in 
the 2000s (Figure 9.3). The business services employment share almost doubled 
from 6.2 per cent in 1994 to 11.3 per cent in 2011. However, employment growth 
in this high-productivity services sector needs to be tempered by the fact that a 
large share of employment in this sector is through the use by employers of tem- 
porary employment services (TES) firms* (Bhorat et al. 2018). Bhorat et al. (2018) 
show that low-skill, low-wage TES employment has risen substantially in the post- 
apartheid period—TES employment made up 61 per cent of total business services 
employment in 2014. 

The post-apartheid period again sees labour productivity growth (2.1 per cent 
per annum) and thus growth-inducing structural transformation. However, un- 
like the growth experienced in period I, where productivity growth was driven by 
between sector changes, in period III, productivity growth was driven by within- 
sector changes (Figure 9.5). Interestingly, as labour moves to the services sector 
over this period, the movement is either to relatively high-productivity business 
services or to relatively low-productivity non-business services (Figure 9.6c). This 
pattern is consistent with that observed in Latin America—a ‘mature transformer’ 
(Alisjahbana et al. 2020). 


3. Income inequality, employment, and inclusive growth 
3.1 Period I: industrialization (pre-1981) 


Unsurprisingly given the unequal economic access legislated along racial lines, 
the 1960s and 1970s is a period characterized by high levels of income inequal- 
ity. Looking at Figure 9.7, the net income Gini coefficient began the period at 54, 
rose to a high of 63.5 in 1975, and dropped to 51.3 in 1980. 


* TES workers are employed through third-party companies and perform activities such as cleaning 
or security services at formal sector firms. 
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However, it is likely that the Gini coefficient estimates, taken from a standard- 
ized dataset (UNU-WIDER 2019) based on the World Income Inequality Database 
(WIID), for this period and going into the 1980s, are underestimated. Wittenberg 
(2015) critiques a comparable dataset with similar Gini coefficient levels for this 
period—the Standardized World Income Inequality Database (SWIID) developed 
by Frederick Solt—and argues that the estimates are too low. Wittenberg (2015) 
noted four potential sources of error: measurement error, model error, imputa- 
tion error, and sampling error. The WIID is likely to suffer from similar sources of 
error. Wittenberg (2015) notes that the Simkins (1979) Gini coefficient estimate of 
0.71 for 1970 is more in line with the political and social realities of the time. Sim- 
ilar sentiments are expressed by Seekings and Nattrass (2005), who cite McGrath's 
(1983) estimate of 0.68 for 1975. As such, the Net income Gini estimate at 63.5 in 
Figure 9.7, rather than being an outlier, is likely to be a more realistic estimate. 

Regarding the trend in income inequality over this period, Seekings and Nat- 
trass (2005: 303) contend that overall, inequality levels changed little during the 
second half of the twentieth century. This is evident when the authors cite Gini 
coefficient estimates from Whiteford and van Seventer (2000) of 0.68, 0.68 and 
0.69, for the years 1975, 1991, and 1996, respectively. Returning to the estimates 
in Figure 9.7, apart from the data point in 1975, the trends in inequality levels do 
seem to remain relatively stable over period I. However, as discussed above, in 
level terms, it is more likely that the Gini coefficient estimates were closer to that 
estimated for 1975. The estimates in Figure 9.7 also show that inequality started to 
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Fig. 9.7 Gross and net income Gini, South Africa, 1960-2015 
Source: UNU-WIDER World Income Inequality Database (WIID). 


° Wittenberg (2015) also notes that the WIID (Version 3A), while having higher Gini estimates than 
the SWIID, also underestimates the level of income inequality during this period. 


HAROON BHORAT, ETAL. 191 


decline slightly towards the end of the 1970s, going into the 1980s, the reasons for 
which we discuss in the next subsection. 

As such, period I is characterized by upgrading industrialization and thus 
growth-inducing structural transformation, coupled with very high, yet stable 
(slightly declining into the 1980s) levels of income inequality. Therefore, apply- 
ing the taxonomy of Alisjahbana et al. (2020), depicted in Figure 9.8, South Africa 
experienced a weak and benign Kuznets tension over this period. 

Baymul and Sen (2020), find that contrary to the Kuznets (1955) hypothesis, 
the movement of workers to manufacturing unambiguously decreases income in- 
equality. Taking their findings into account, arguably this period of upgrading 
industrialization played a role in keeping inequality levels stable, while the po- 
tential inequality-decreasing effects that they speak of are likely to have been tem- 
pered by apartheid legislation. Race-based policies, such as the ‘civilised labour’ 
policy, exclusion of Blacks from the industrial relations system, and legislation in 
the form of the 1953 Bantu Education Act that undermined Black accumulation 
of human capital, were designed to keep Black workers out of relatively higher- 
paying skill-intensive occupations, which suppressed occupational mobility and 
wage growth. Ultimately, the potential for this economic boom period to lower 
inequality levels, which at this stage were driven by inter-racial inequality, was 
curtailed by political-economy considerations. 
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Fig. 9.8 Patterns of Kuznetsian tension in South Africa, 
1960-present 
Source: authors illustration based on Alisjahbana et al. (2020). 
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3.2 Period II: decline (1981-1993) 


While inequality rose on aggregate during this period, we observe a slight decline 
in inequality levels in the 1980s, and then rising inequality towards the end of the 
apartheid period (Figure 9.7). van der Berg and Bhorat (1999) assert that the de- 
clining inequality of the 1980s is a result of the racial wage gap narrowing over the 
period. They note that higher levels of education, increased occupational mobility 
of Black Africans, and the rise of powerful Black trade unions, are contributing 
factors to the narrowing racial wage gap. 

The shifting dynamics of the labour market contributed to the structure of in- 
equality changing over time, certainly as it began to rise in the post-apartheid 
period. Employment growth lagged labour market growth, leading to rising un- 
employment in the period. By 1994, about one-half of all economically active 
South Africans were unable to find formal-sector employment (van der Berg and 
Bhorat 1999). Whiteford and van Seventer (2000) show that the driver of income 
inequality in South Africa shifted over the period from inter-racial inequality to 
intra-racial inequality. 

Although we observe some inequality-reducing effects in the 1980s, that may 
be a result of the manufacturing-led industrialization in period I; this period 
marks the initiation of premature deindustrialization accompanied by the in- 
creased tertiarization of the economy, which is accompanied by rising inequality. 
This period of deindustrialization and tertiarization aligns with Baymul and Sen 
(2020), who find that the movement of labour into services has an increasing 
effect on inequality for countries at an early stage of structural transformation— 
they categorize South Africa as structurally developing. Applying the taxonomy of 
Alisjahbana et al. (2020), the combination of rising inequality and weak growth- 
enhancing structural transformation meant that South Africa experienced a weak 
and adverse Kuznetsian tension over this period (Figure 9.8). 


3.3 Period III: the post-apartheid period (1994-present) 


The high levels of inequality faced by South Africans during apartheid persisted 
into the post-apartheid era. Looking at Figure 9.7, it appears that inequality levels 
were slightly higher in the 2000s (mean gross income Gini of 68.2) relative to the 
1990s (mean gross income Gini of 64.0). Indeed, the consensus is that inequal- 
ity has either not changed or has increased since 1994, despite the dismantling 
of discriminatory legislation (Wittenberg 2017). This increase comes mainly from 
a rise in within-race inequality among Black Africans, as some members of the 
population have succeeded in advancing economically (Wittenberg 2017). 

The manner in which the economy has structurally transformed in the post- 
apartheid period provides insight into these persistently high and rising inequality 
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levels. As mentioned earlier, the economy has continued along the path of prema- 
ture deindustrialization, and the continued tertiarization of the economy resulted 
in services-led growth. This pattern of structural transformation coupled with ris- 
ing inequality is consistent with Baymul and Sen (2020), who find that services-led 
structural transformation for countries at the early stages of structural transfor- 
mation, such as South Africa, is inequality-enhancing. They also find that this 
inequality-enhancing effect may be stronger for business relative to non-business 
services, which is consistent with South Africa’s experience where business ser- 
vices growth was particularly strong in period III. Drawing on Alisjahbana et al. 
(2020), this structural transformation-inequality pattern has a strong Kuznetsian 
tension—see Figure 9.8. 

The relationship between structural transformation and inequality can also be 
viewed in terms of changes in wage income across the distribution (Bhorat et al. 
2020b). Plotting the average annualized growth rate of real monthly earnings for 
the period 2000-2015 against wage percentiles, shows a u-shaped pattern con- 
sistent with wage polarization (see Figure 15 in Bhorat et al. 2020a). Wages at 
the bottom and top of the distribution increase, with the magnitude substantially 
greater for the latter, while wages in the middle of the distribution remain stag- 
nant or decrease. Inequality-decreasing growth at the bottom of the distribution 
can be linked to the implementation of and increases in minimum wages over the 
period. There has also been a proliferation of low-paid jobs associated with the 
burgeoning services sector, such as TES workers in the business services sector, 
and other low-skilled service-sector workers (Bhorat et al. 2020b). The stagnation 
of wages in the middle of the distribution can be attributed, at least partially, to the 
changing structure of the economy, such as the decline of manufacturing under 
premature deindustrialization. Further, increases in the general level of education 
and the rapid increase in medium-skilled workers meant that a large pool of sim- 
ilarly educated people were competing for jobs, particularly manufacturing jobs, 
that were easy to offshore and substitute with technology. Inequality-increasing 
wage growth at the top of the distribution is associated with increasing returns to 
high-skilled work as well as more analytical, decision-making, and creative tasks 
being required by the high-skilled business and finance services sector (Bhorat 
et al. 2020b). 

The failure of the education system to provide quality education to the majority 
of the population has led to a severe skills shortage in the economy, which ham- 
pers the country’s ability to drive inclusive economic growth.° The combination 
of the sluggish transformation of the education system and increasing demand 
for high-skilled workers associated with services-led structural transformation has 


6 Spaull (2013) shows that South Africa still has the worst education system of all middle-income 
countries that participate in cross-national assessments of educational achievement, and also performs 
worse than many low-income countries. 
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only exacerbated South Africa’s unemployment problem, with the unemployment 
rate estimated at 29.1 per cent in 2019 (Statistics South Africa 2020). The overall re- 
sult is a shortage of highly educated, high-skilled workers and insufficient demand 
for low-skilled workers. 

In summary, South Africa entered the post-apartheid period with a socially en- 
gineered high level of inequality established along racial lines, and this has changed 
little. Despite intra-racial inequality becoming increasingly important over the pe- 
riod, inter-racial inequality is still key to understanding inequality in South Africa. 
The inability to substantially shift inequality levels is linked to a failure of the 
economy to generate inclusive pro-poor growth, in part due to the generally tepid 
performance of the economy. As growth has continued to be weak, the economy 
has failed to create jobs even close to the rate needed to employ all active labour 
market participants. 


4. Political economy and policies shaping structural 
transformation, inequality, and inclusive growth 


4.1 Period I: industrialization (pre-1981) 


The origin and character of inequality in South Africa can be traced back to its 
colonial roots, which were further entrenched after the discovery of gold at the 
end of the nineteenth century. Keeping labour costs low was a critical way in which 
the profit of the mines was sustained. A series of sophisticated labour market in- 
stitutions were set up between 1910 and 1930 to preserve a ‘civilized’ standard of 
living for the White population group. Thus, the ratio of earnings of White to Black 
African workers was about 10:1 during the inter-war period. The government also 
set up a White welfare state, including the introduction of a state non-contributory 
pension and other social assistance, as well as generous state investment in White 
public education (Nattrass and Seekings 2010). 

In order to establish a Black African labour base to supply the White urban 
economic centres with labour, the apartheid government spatially segregated the 
country, establishing ten ‘nominally self-governing territories (homelands’) where 
Black African people were expected to live, and regulated urbanization through 
policy such as ‘influx control: Black Africans living in the cities were evicted and 
forcibly relocated to the homelands, which were rural and marginalized from eco- 
nomic opportunities. However, urbanization of Black Africans did increase over 
this period as townships started to emerge and authorization to live in this urban 
setting was based on whether a person had employment in the city or was born 
there. Apartheid policies served to keep the Black African population landless, 
largely unskilled, and, while concentrated far from work opportunities, dependent 
on wage labour (Nattrass and Seekings 2010). 
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A key factor contributing to South Africas period of industrialization was the 
import-substituting policies pursued by the government between 1925 and 1973, 
the aim of which was to stimulate domestic manufacturing and state investment 
(Schneider 2000). This, as well as the development of a ‘mineral energy complex’ — 
the extraction of raw materials coupled with state support, including low-cost 
energy—was a driving factor in the growth of the manufacturing industry (Black 
et al. 2016). Indeed, the period was one of direct and indirect state support for 
industry, in the form of cheap energy and other incentives, with the state-owned 
Industrial Development Corporation (IDC) playing a central role in promoting 
the development of heavy industry (Black et al. 2016). Other large, state-owned. 
corporations were run with the aim of stimulating domestic manufacturing and 
providing cheap imports for the mining industry. 

The rapid expansion of the economy, driven by manufacturing-led industri- 
alization, necessitated at least the partial weakening of some of South Africa’s 
race-based labour market policies. The ongoing need to promote economic growth 
eventually led to shifts in occupational mobility and increased wages for Black 
workers. With industry booming, it was increasingly difficult to rely solely on 
White employees (van der Berg et al. 2001). This resulted in a reclassification of 
jobs, which allowed for restricted movement of Black workers into jobs which were 
previously demarcated for White workers. This increase in bargaining power was 
mirrored in the marked increase in unionization after Black unions were legalized 
in 1979 (van der Berg et al. 2001). Thus, the political landscape was inextricably 
linked to the movements of structural transformation and inequality at the time. 


4.2 Period II: decline (1981-1993) 


While the growth in the manufacturing sector in period I has been attributed to 
the government’s policy of import substitution, its continued pursuit of this and 
other protectionist policies contributed to the decline in period II. These policies 
weakened the efficiency of South African producers, and the manufacturing sec- 
tor’s competitiveness vis-a-vis foreign manufacturers was undermined (Hausman 
2008). This led to a shift towards a policy of export-orientated industrialization 
in what were essentially the conditions of an economic crisis. In 1983, a deliber- 
ate process of import liberalization was instituted, and in 1989 systems of duty-free 
imports-for-exports were instilled in downstream manufacturing subsectors, such 
as textiles and clothing (Bell and Madula 2001). Between 1990 and 1995, ex- 
port subsidies were introduced and import surcharges were removed. However, 
Edwards and Lawrence (2008) argue that, overall, there was a strong shift towards 
protectionism in the mid-to-late 1980s. Regardless, the outcome was that the econ- 
omy did not recover, and growth in real GDP per capita was negative over the 
period. 
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While the economy struggled due to poor economic conditions globally, South 
Africa’s specific history also exacerbated this period of poor growth and deindus- 
trialization. This was a period of growing opposition to the apartheid government, 
and South Africa became increasingly economically isolated. Political turmoil was 
increasing in the form of both violent and non-violent active resistance such as 
mass strikes, boycotts, and protests. This culminated in the government declaring a 
state of emergency in 1986 and detaining thousands of its political opponents with- 
out trial. In the same year, the Comprehensive Anti-Apartheid Act was passed by 
the US Congress, imposing sanctions on South Africa and bolstering an ongoing 
disinvestment campaign. 

Thus, a combination of factors external and internal to South Africa contributed 
to the economic decline in this period. 


4.3 Period III: the post-apartheid period (1994-present) 


The post-apartheid government was faced with severe structural complexities and 
the triad of high open unemployment, severe income inequality, and widespread 
poverty. In order to address the apartheid-era policies, which led to these con- 
ditions, the post-apartheid period has seen a myriad of macro-economic policies 
emerge and then fade—starting with the Reconstruction and Development Pro- 
gramme, followed by the Growth, Employment and Redistribution plan, the 
Accelerated and Shared Growth Initiative, and most recently the National De- 
velopment Plan (NDP), which was implemented in 2013. The NDP lays out a 
panoptical, long-term vision for South Africa. It includes a comprehensive range 
of development goals for 2030, including growing the economy at 5 per cent 
per annum, universal access to broadband internet, the elimination of poverty, 
a reduction of inequality, and an almost doubling of the number of people in em- 
ployment in order to achieve an economy at virtually full employment (National 
Planning Commission 2012). 

In order to address the racial inequalities specifically, the African National 
Congress (ANC) implemented broad-based Black economic empowerment 
(B-BBEE) in 2003 as a key component of dismantling the White stranglehold on 
the South African economy. B-BBEE is a direct intervention aimed at redistribut- 
ing assets and opportunities in order to pursue an economy representative of the 
racial demographics in the country. However, twenty-five years after the end of 
apartheid, corporate South Africa continues to be managed and owned primarily 
by the minority White population, and the distribution of B-BBEE-related benefits 
has led to the personal enrichment of prominent, well-connected figures. Overall, 
both the scope of the policy and its outcomes remain unclear, and controversy 
surrounding the effectiveness of the policy is growing. 
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The post-apartheid growth strategy sought to promote international competi- 
tiveness, trade liberalization, and support for non-mineral-based subsectors with 
high value-added activities (Black and Roberts 2009). The Industrial Policy Ac- 
tion Plan (IPAP) outlines a number of policy interventions aiming to achieve 
structural change by encouraging the growth of the manufacturing sector. Despite 
this, South Africa has experienced continued deindustrialization with concurrent 
tertiarization. In recent years, trade liberalization has hit import-competing in- 
dustries hard and there has been a striking collapse in exports in a number of 
subsectors of the manufacturing industry, particularly downstream durable goods. 

Given that the sectors currently driving growth are skills-intensive, this has 
contributed to the phenomenon of ‘job-poor growth: In other words, economic 
growth has generated an insufficient number of jobs relative to the large increase 
in labour market entrants. Persistently high unemployment rates have therefore 
necessitated the design of appropriate labour market policies to increase labour 
market access for marginalized South Africans. To this end, South Africa has im- 
plemented active labour market policies in the form ofa job retraining scheme, two 
variants of a public employment scheme, and a firm-based wage subsidy interven- 
tion. While these schemes have seen some success, they have had limited impact 
on the pervasive unemployment levels in the economy (Bhorat et al. 2019). 

One of the more prominent pro-poor policies has been the widening and deep- 
ening of social security in the post-apartheid period. In 2018, 18 million people 
were covered by social security (National Treasury 2019), up from 4 million in 
1994. There are seven government grants available, including the old age grant, the 
child support grant, and the disability grant. The expansion of government grants 
has been a crucial component of the promotion of sustainable livelihoods for the 
poor. Leibbrandt et al. (2012) find that in 1993, government grants comprised 15 
per cent of income in the poorest income decile. By 2008, this had increased to 
73 per cent. 

The labour market continues to be a major driver of overall inequality. Lack 
of access to labour market income, and inequality of income earned, accounts for 
more than 80 per cent of total inequality in 1993 and 2008 (Leibbrandt et al. 2012). 
In order to combat wage inequality, the government introduced the first minimum 
wage in the contract cleaning sector in 1999. By 2015, there were nine sectoral 
minimum wages which covered 31 per cent of the formal sector (ILO 2015). Most 
of these sectors experienced annual real increases in their wages with the onset of 
a minimum wage (Bhorat et al. 2016). Further, in January 2019, the government 
implemented a national minimum wage (NMW) of ZAR20 an hour. 

This discussion highlights the fact that the government is committed to the idea 
of South Africa becoming a ‘developmental state. Overall, however, the coun- 
try’s turbulent and complex history has had a long-lasting effect on its ability 
to actualize pro-poor and inclusive growth. The alignment of the colonial and 
apartheid state with the business sector and the centrality of the labour movement 
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in mobilizing resistance to apartheid have resulted in deep-seated antipathy be- 
tween labour and business that persists today. This has meant that it has been 
extremely difficult to generate a national consensus on the country’s future devel- 
opment path. At the same time, a rising public-sector wage bill, corruption, and 
weak economic and employment growth have considerably limited the state’s abil- 
ity to make the appropriate investments required to direct or facilitate economic 
transformation. 


5. Conclusion 


Over the period 1960-1980, South Africa enjoyed growth-enhancing structural 
transformation, driven by ‘upgrading industrialization: Productivity growth was 
driven by a shift of labour resources from the low-productivity agricultural sec- 
tor towards the high-productivity manufacturing sector. Consequently, the South 
African economy shifted from being ‘structurally underdeveloped; as was the case 
with the majority of countries in the region, to being ‘structurally developing: Re- 
lating this pattern of structural change to inequality, which remained high but 
stable over the period, we observe a weak and benign Kuznetsian tension. 

However, if a movement of labour to manufacturing decreases inequality, which 
Baymul and Sen (2020) find to be the case, then ultimately, South Africa missed 
an opportunity to undergo a period of inequality-decreasing growth. Undoubt- 
edly, the oppressive race-based apartheid laws of the time hindered the economic 
advancement of Black Africans, which in turn limited these inequality decreasing 
effects. These laws, hindering the economic advancement of Black Africans; reg- 
ulated the extent to which they could urbanize and work in city factories; limited 
the accumulation of human capital among Black Africans, and thus their abil- 
ity to advance in the labour market; curtailed job mobility and the bargaining 
power among Black Africans; excluded Black Africans from certain skilled occu- 
pations; and ultimately limited the supply of skilled labour needed by a growing 
manufacturing sector. 

What followed in the 1980s was a period of decline, with sluggish GDP growth 
rates, and the onset of premature deindustrialization. This was driven by both 
poor global conditions and growing economic isolation due to South Africa’s 
ongoing political system of legalized racial oppression. Overall, inequality in- 
creased over this period, and combined with growth-reducing structural trans- 
formation, we observe a weak and adverse Kuznetsian tension. Ultimately, the 
apartheid edifice unravelled, and South Africa transitioned into the post-apartheid 
period. 

It is within the post-apartheid period that the developer’s dilemma becomes 
apparent in the South African context, for during this period a strong Kuznet- 
sian tension emerges. Structural transformation is characterized by continued 
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secular deindustrialization and accelerated tertiarization. The growth-inducing 
structural transformation over this period is driven by the expansion of the ser- 
vices sector, particularly business services. Furthermore, inequality continues to 
rise in a society with the highest level of inequality in the world. This structural 
transformation-inequality pattern is consistent with Baymul and Sen (2020), who 
find that the movement of labour to services, particularly business services, at 
the early stages of structural transformation, increases inequality. South Africa’s 
pattern of structural transformation over this period is consistent with that of 
a ‘mature transformer, which aligns more with Latin American countries than 
with the ‘struggling transformers’ in its own region. Further, in contrast to South 
Africas strong Kuznetsian tension, the sub-Saharan Africa region is character- 
ized by weak structural transformation and stable inequality, thus experiencing 
an ambiguous Kuznetsian tension over this period. 

The structural transformation pathway laid out in this chapter has left South 
Africa in a similar position to that of many African countries—where the inclusive 
growth path is not straightforward, and the historical road map of industrializa- 
tion as the growth and employment driver in the economy is no longer applicable. 
South Africa will therefore need to strategize around attempting to revitalize a flag- 
ging manufacturing sector, which has thus far failed to be competitive, or attempt 
a services-led growth path, with the aim of absorbing the country’s large supply 
of low-skilled unemployed into employment. Establishing a successful pro-poor 
growth path is essential to combat the persistently high levels of inequality in the 
economy and to create sustainable livelihoods for those previously excluded from 
economic opportunities. 
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Inclusive Growth without Structural 


Transformation? 
The Case of Brazil 


Sergio Firpo, Renan Pieri, and Rafaela Nogueira 


1 Introduction 


In this chapter, we discuss the developer’s dilemma in Brazil. The dilemma faced 
by middle-income countries, as defined by Kim, Sumner, and Yusuf (2019), is 
between promoting economic growth through structural transformation and pro- 
ductivity growth or promoting inclusive growth. This developer’s dilemma is not 
new in economics. In a seminal paper of 1955, Simon Kuznets, despite a lack of 
data, pointed out that economic growth could promote the reduction of income in- 
equality for developed countries, but could have the opposite effect for developing 
countries. 

For developing countries, Kuznets (1955) described the drop in income inequal- 
ity in the first half of the twentieth century as a ‘puzzle. That interpretation is 
explained by the fact that in this period there were strong industrialization and 
urbanization processes, which, according to the author, should have increased 
inequality because agricultural societies faced lower inequality at that time. Ur- 
banization, however, led to a fall in inequality because it increased the incomes of 
low-income workers in urban areas. At the same time, the burden of rural house- 
holds fell on the national economy. Therefore, inequality decreased even though 
urban workers had higher incomes than rural households. 

Kuznets (1955) also argued that inequality would usually be lower in devel- 
oping countries. This was because even the rich would be poor compared with 
high-income citizens in developed countries, while the poorest would have to have 
enough to survive. However, this was not the case for many countries. Brazil, for 
example, had a very rich elite during its pre-industrial era, despite its low average 
income per capita. 


Sergio Firpo, Renan Pieri, and Rafaela Nogueira, Inclusive Growth without Structural Transformation?. In: The Developer's 
Dilemma. Edited by Armida Salsiah Alisjahbana, Kunal Sen, Andy Sumner, and Arief Anshory Yusuf, Oxford University 
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Industrialization and urbanization do not necessarily reduce inequality in de- 
veloping countries. According to Sen (2014), at times of accelerated growth formal 
institutions are created to stabilize the relationship between politicians (and bu- 
reaucrats) and the firms (investors) that promote growth. This might explain 
the high level of income inequality in Brazilian society during the urbanization 
process. Naturally, accelerating growth creates inequality. In periods of growth 
maintenance, there is room to create institutions that promote inclusive growth. 

For the Brazilian economy, the dilemma is that structural transformation led to 
a significant increase in labour productivity, especially between the 1950s and the 
1980s. The Brazilian experience shows that the lack of certain factors during the 
process of structural transformation is fundamental with regard to the shift to sus- 
tainable inclusive growth. In particular, these factors included a lack of investment 
in basic human capital or the creation of an institutional setting that would secure 
market transactions. Thus, if we follow the framework of Kim and Sumner (2019), 
Brazil experienced an incomplete structural transformation: its secular deindus- 
trialization was marked by a decline in the value-added and employment shares of 
the manufacturing sector during the 1990s and the 2000s. 

In section 2 of this chapter, we present a general assessment of the devel- 
oper’s dilemma in Brazil. Next, we divide recent Brazilian economic history into 
three periods. The period before 1964 (the year of the beginning of the Brazil- 
ian military regime) is explored in section 3. The period from 1964 to 1994 (the 
year of monetary stabilization) is discussed in section 4. Section 5 discusses the 
period from 1994 to 2011, when there was a significant drop in economic in- 
equality. Section 6 deals with the evolution of the economy after 2011—a period 
when the country experienced a severe economic crisis—and Brazil’s economic 
prospects for the future. In section 7, the main conclusions are presented. 


2. The developer’s dilemma in Brazil: an overview 


Herrendorf et al. (2013) define structural transformation as a process of the reallo- 
cation of economic activity across sectors. The process of structural transformation 
moved Brazil from a rural economy to an urban and more complex economy, and 
was the main driver of the labour productivity growth that occurred between the 
1950s and the 1970s. In 1940, 68 per cent of the population lived in rural areas. By 
2010, this figure had fallen to 15 per cent (IBGE 2020). 

The structural transformation of Brazil was directly related to its industrial- 
ization process. The combination of rapid urbanization with an active import 
substitution policy created the basis for the growth of the manufacturing sector. 
Initially, a base industry with strong state investment in the 1930s, and with a 
growing consumer goods industry from the 1950s onwards, the manufacturing 
sector started to play a more relevant role in economic growth, even in an economy 
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that was still predominantly agricultural. However, the progress of the structural 
transformation process did not appear to be related to a reduction in economic 
inequality in these first decades of industrialization. 

Following Kim and Sumner (2019) terminology, Figure 10.9 presents the dif- 
ferent periods of industrialization on Brazilian history. From 1950 to 1964, em- 
ployment share and value added for manufacturing sector both increased and 
Brazil lived a period of upgrading industrialization. In the next two periods anal- 
ysed in this chapter (1964-94 and 1994-2011), the employment share of the 
manufacturing sector declined, and Brazil experienced a moment of secular dein- 
dustrialization. This secular deindustrialization was not uniform over time and 
Brazil combined moments of increase of employment share (in the second half of 
the 1980s) or increase of value-added share (in the second half of the 1990s and 
first half of the 2000s). This slight growth of value-added share from 1994 to the 
mid-2000s suggests a short period of advanced industrialization. 

Figure 10.1 presents Gini indices between 1960 and 2016. Economic inequal- 
ity grew between the 1960s and the beginning of the 1970s, a period when the 
process of structural transformation had greater weight in the growth of labour 
productivity. After this, between the mid-1970s and the end of the twentieth cen- 
tury, inequality remained stable. It would only fall again with the new cycle of 
economic growth in the 2000s, which will be described in section 5. Firpo and 
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Fig. 10.1 Gross and net income Gini, Brazil, 1960-2016 


Note: There are some data concerns over inequality data in the 1970s (notably, poor coverage 
of household surveys, missing or imputed years, high inflation, and discrepancy among 
nominal values of labour income). 

Source: authors’ calculations based UNU-WIDER World Income Inequality Database 
(WIID). 
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Pieri (2017) investigated how structural transformation drove Brazilian productiv- 
ity between 1950 and 2005. They concluded that it was an important force until the 
mid-1970s. After that period, labour productivity did not increase, and the sparse 
episodes of productivity gain were mostly associated with within-sector changes, 
such as during the mid-1990s, when the country faced an intense process of trade 
liberalization. 

The long stability of income inequality between 1964 (more after 1980) and 
1994 and the important role of structural transformation promoting economic 
growth allows us to classify the Kuznetsian tension in this period was most of the 
time weak (benign). After 1994, the drop of inequality and the loss of relevance of 
structural transformation made the Kuznetsian tension ambiguous.’ 

Following the end of the hyperinflation era in 1994, Brazil struggled with low 
economic growth and stagnant labour productivity. However, the combination of 
social policies focused on the poor, the boom in commodity prices, and the rise of 
consumer credit promoted a wave of the creation of formal contract jobs, which 
successfully reduced poverty and income inequality. Also, Brazil increased access 
to education in such a way that average schooling rose from 4.7 years in 1980 to 
8.1 years in 2010. Firpo, Pieri and Nogueira (2020) present the evolution of average 
schooling years in Brazil. Despite the facts that school quality was still a troubling 
problem, and that a large share of students did not have access to higher educa- 
tion, advances in the amount of schooling contributed to a fall in the returns to 
education over the period. 

Unlike many other (mostly developed) countries that promoted openness in 
their trade flows with the rest of the world economy, Brazil did not experience a 
subsequent increase in inequality. Indeed, inequality has fallen since the 2000s. 
Historical data comparing the evolution of the Gini during the 1970s—the period 
of annual ten-percentage-point increases in gross domestic product (GDP)—with 
more recent years reveals that the Brazilian ‘golden age’ of structural transforma- 
tion and rapid economic gains was also the period when inequality dramatically 
increased. By contrast, in more recent periods, especially the 2000s, productivity 
was stagnant, but nevertheless the economy grew and inequality fell. The growth of 
the Brazilian domestic consumer market and changes in the demographic profile 
of workers caused a massive reduction in inequality, despite some recent setbacks 
due to the economic crisis of 2014. 

The developer’s dilemma in Brazil is about how to reconcile a new cycle of struc- 
tural transformation with inclusive growth. In the following sections, we detail the 
political economy and the process of structural transformation for the periods be- 
fore 1964 (the year of the military coup), from 1964-1994 (the years of dictatorship 
and hyperinflation), and from 1994-2011 (the years after monetary stabilization). 


1 We cannot classify Kuznetsian tension before 1964 for lack of data on income inequality. 
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3. A brief economic history of Brazil up to 1964 


Brazil started the twentieth century with a rural economy based on the produc- 
tion and export of coffee. Only in 1888 did the country abolish slavery. The end 
of slavery still did not mean the economic inclusion of the Black population, and 
Brazil entered the twentieth century with an illiterate and essentially poor popu- 
lation. Until 1930, political power was shared by the rural elites of the states of São 
Paulo and Minas Gerais, representing the interests of coffee and milk producers. 
There was no electricity in most cities, and there were very few manufacturers in 
the country. 

The political environment began to change in 1930, with a revolution organized 
by states from outside the centre of power. The dictatorship of Getúlio Vargas, 
following nationalist movements of the time, created the first-base industries, 
focusing on state companies in steel and oil. Over the next two decades, a non- 
durable goods industry flourished in Brazil, mainly due to the policy of import 
substitution. A trade policy with high tariffs and various forms of non-tariff barrier 
(NTB) has featured in several periods of Brazilian history. In addition to being a 
conscious strategy of development through the domestic production of goods that 
had previously been imported, for most of the long period between the 1880s and 
the 1980s Brazilian protectionism was due mainly to problems with the balance of 
payments (de Paiva Abreu 2004a). The import substitution system, as it is known 
nowadays, was created because of government difficulties in dealing with debts in 
foreign currency after the 1929 crash, but over time Brazilian policymakers came 
to see it as a strategy to develop the manufacturing sector in Brazil. 

According to de Paiva Abreu (2004a), the average import tariff in the 1880s was 
38 per cent in Brazil, a situation shared with other Latin American countries such 
as Mexico (39.7 per cent) and Colombia (45.7 per cent). The highest rates were set 
mainly for consumer goods, while tariffs for capital goods were also high. For de 
Paiva Abreu, the reasons for Brazil’s development of a protectionist trade policy 
were the size of the territory and the inelasticity of demand for coffee, which al- 
lowed farmers to pass on most of the enhancement of production inputs due to 
high tariffs. Another relevant factor was the dependence of government revenues 
on import taxes. 

In the 1950s, the durable goods industry also grew in Brazil, and there was a 
rapid process of urbanization, with people migrating from poorer regions in the 
north and north-east to the south-eastern region, where most manufacturers were 
concentrated. This movement would last until the end of the 1980s, and this was 
the most important period of structural transformation in Brazil. Thus, structural 
transformation in Brazil has been directly related to urbanization and the inter- 
regional migration process. Following Kim and Sumner (2019) terminology, this 
was the upgrading industrialization period for Brazil. 
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As the urban population grew, unions became more important in political life. 
At the end of the 1950s, Brazil was a very different country than it had been at 
the beginning of the century: most people now lived in cities, and new political 
actors had emerged. In the context of the Cold War, moreover, Brazilian political 
groups started to question democracy and its results. There followed some years of 
growing inflation and political turbulence, with the resignation of President Janio 
Quadros in 1961; three years later, in March 1964, the military took political power, 
and it ruled the country for twenty-five years. 

Along with this industrialization process, there was a strong growth of labour 
productivity. Figure 10.2 shows the growth rate of labour productivity in each of 
the three periods analysed. Between 1950 and 1964, average labour productivity 
grew by 3.8 per cent per year. 

Structural change is closely linked to the migration of people from less pro- 
ductive sectors to more productive sectors. In decompositions of productivity 
development, this component is called the ‘Between’ component. Labour produc- 
tivity changes may also include ‘Within’ components, related to improvements in 
the companies themselves, their processes, or their employment of more produc- 
tive workers. In the case of Brazil, Figure 10.2 shows that most of the productivity 
growth between 1950 and 2011 was due to “Within changes, possibly related to 
an increase in the capital stock of the economy over time and significant im- 
provements in access to education. Figure 10.2 also shows that productivity grew 
significantly more between 1950 and 1964 than in subsequent periods. For the 
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Fig. 10.2 Decomposition of labour productivity growth, 
Brazil, 1950-2011 

Note: Decomposition uses the methodology of McMillan and Rodrik 
(2011). 

Source: authors’ calculations based on the Groningen Growth and 
Development Centre (GGDC) 10-Sector Database Version 2015 (Timmer 
et al. 2015). 


SERGIO FIRPO, RENAN PIERI, AND RAFAELA NOGUEIRA 211 


Ratio of sectoral productivity to total productivity (log),1950-64 


1.6 sor services 
1.4 
Non-business 


A services 
0.8 | 4 Utilities & D 
: Mining N 


construction 
N 6 
0.4 Manufacturing 


0 5 10 15 20 25 
Employment share (%) 


Ratio of sectoral productivity to total productivity (log),1964-94 
16 A Mining 
4: 


1.2 : Business services 


Non-business 
services 


0.4 a \Manufacturing 
0.2 Utilities & 
construction 
0 5 10 15 20 25 30 35 40 45 50 
Employment share (%) 


Ratio of sectoral productivity to total productivity (log), 1994-2011 
2.5 


2 A Mining 
15 


Utilities &. Business services 


0.5 construction = Non-business 
Manufacturing services 
0 a E, 
0 10 20 30 40 so 60 
-0.5 


Employment share (%) 


Fig. 10.3 Changes in labour productivity and employment share by sector, Brazil, 
1950-2011 


Note: Sectors with higher than economy-wide average labour productivity that experienced an 
increase in employment share are in bold. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 


years between 1950 and 1964, around 45 per cent of productivity growth can be 
explained by the structural transformation component. 

Figure 10.3 shows the variation of the log of the ratio between sectoral pro- 
ductivity and the average productivity of the economy. For values above zero, the 
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sector had productivity above the economy average. In the first panel, it is observed 
that between 1950 and 1964 the productivity of all sectors presented is higher than 
the economy average because agriculture is excluded. Between 1950 and 1964, the 
share of agricultural employment in total employment fell from 64 per cent to 55 
per cent; thus, agriculture was still the sector that employed the greatest number. 
At the same time, its share in GDP fell from 13.3 per cent to 9.5 per cent. 

It is also observed that the service sectors (business and non-business) and the 
utilities and construction sector underwent a relative fall in productivity, as they 
began to have a greater employment share (the employment share of non-business 
services grew from 16.8 per cent to 22.5 per cent). This highlights the phenomenon 
of structural transformation, since these sectors incorporated workers from agri- 
culture during the industrialization process. The average product per worker in the 
period increased by 70 per cent. In the opposite direction, the mining and manu- 
facturing sectors had an increase in productivity in relation to other sectors, with 
the average product per worker in the manufacturing sector growing by around 
90 per cent. 


4. Trends in structural transformation, 1964-c. 1994 


From 1964 to 1994 is the beginning of the secular deindustrialization of Brazil. 
After General Castelo Branco assumed the presidency of Brazil, the government’s 
first economic plan (Programa de ação econômica do governo) dealt with high in- 
flation by reducing the money supply and controlling the labour unions. The plan 
also regulated the financial system, establishing the rules that continue to orga- 
nize financial activity in Brazil today. At this time, the Brazilian Central Bank was 
created. 

Maintaining the nationalist ideology that had been followed by Getúlio 
Vargas, the military presidents continued to use an import substitution system 
with high tariffs on imports, and they increased the state’s participation in the 
economy. The military governments of the 1960s and 1970s invested heavily in 
manufacturing, expanding Brazilian production of non-durable consumer goods 
and capital goods. During these years, there were also numerous infrastructure 
projects such as roads and hydroelectric plants. From 1967 to 1973, Brazil experi- 
enced very high GDP growth rates. This period is known as the ‘economic miracle’ 
in Brazil. 

Brazilian GDP per capita grew by 108 per cent between 1964 and 1994. In the 
period from 1967 to1973 alone, GDP per capita grew by 52 per cent (Bolt and van 
Zanden 2015). However, the rapid GDP growth was accompanied by a growth in 
income inequality. 

The Gini index went from 54.5 in 1960 to 61.7 in 1972, the latter being the his- 
torical maximum of this indicator for Brazil. After this, Gini fell, and it was stable 
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until 1994 to a similar level from 1960. With stability of inequality and a high 
relevance of structural transformation, the Kuznetsian tension was benign in this 
period. This economic performance was based on the accumulation of physical 
capital; Brazil did not put the same energy into human capital accumulation. In 
1970, the average duration of schooling in Brazil was 3.77 years, significantly below 
Chile (6.45) and Argentina (6.82) (Firpo et al. 2020). 

The two oil shocks and unruly government expenditure led the Brazilian federal 
government to default on its foreign debt in 1982. The closure of the financial 
markets and the political pressure to maintain the tax burden left the Brazilian 
government with inflation as the only mechanism to finance government expen- 
diture. In the 1980s, Brazil faced a period of incredible hyperinflation, comparable 
only to that seen in certain countries during the 1930s. The redemocratization pro- 
cess after 1985 brought a number of social demands that it had not been possible 
to voice under the military regime. This made the battle against inflation even 
harder. Various economic plans tried to reduce price levels, but all of them failed 
to deal with the government deficit. As is common during hyperinflation, eco- 
nomic activity was very disorganized. As poor people had less access to financial 
market products, they suffered most of the consequences of inflation, and income 
inequality grew faster in this decade. 

Firpo et al. (2020) presents the annual inflation rates between 1950 and 2010. 
From 1981, the inflation rate remained above 100 per cent per year, and it main- 
tained an increasing trend throughout the 1980s. In 1989, inflation was 1,430 per 
cent; in 1990, it reached 2,947 per cent, the highest rate in the Brazilian historical 
inflation series. The hyperinflation period lasted until 1994, a year that ended with 
2,079 per cent inflation. With the success of the Real Plan in 1994, inflation sud- 
denly dropped to 66 per cent in 1995, and it has converged at less than one digit 
since 1997. To fight hyperinflation, the Real Plan acted on several fronts: it pro- 
moted a privatization programme for some state companies, which increased the 
economy's competitiveness; it promoted fiscal reform; and above all, it introduced 
a fixed exchange rate regime at a very appreciated level. Hyperinflation ended, but 
the manufacturing sector’s share of GDP fell due to the economic liberalization (as 
will be described further below). The manufacturing sector's share of job creation 
fell from 15.3 per cent in 1989 (pre-liberalization) to 11.6 per cent in 1998 (Firpo 
et al. 2020). 

Between 1964 and 1994, the growth in the share of the services sectors in em- 
ployment, especially non-business services, accelerated: this sector went from 22 
per cent of workers to 44 per cent. Conversely, the agricultural sector went from 
55 per cent of workers to 26.5 per cent. This movement was accompanied by a rel- 
ative fall in productivity in the non-business service sector, which converged with 
the average productivity of the economy. Mining was the only sector that once 
again showed relative productivity growth, although it was not relevant in terms 
of the number of job openings. The average product per worker in the economy 
grew by about 70 per cent during the period. 
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4.1 Trade liberalization 


As mentioned in section 3. A brief economic history of Brazil up to 1964, the im- 
port substitution system was one of the main drivers of the manufacturing sector’s 
growth in Brazil.” However, from the late 1970s, the process began to run down: 
Brazil faced serious constraints in the balance of payments, and it was not pos- 
sible to further expand the range of imported products that could be substituted 
with similar domestic products. A debate emerged about the possibility of greater 
openness to foreign trade in order to mitigate the economic crisis. 

According to Kume et al. (2003), in the years that preceded Brazil’s opening up to 
trade, the country’s foreign trade policy consisted of the following: a widespread 
presence of tariffs with redundant parts; the collection of additional taxes, such 
as taxes on credit, exchange, and insurance (IOF), the rate of port improvement 
(TMP), and additional freight for merchant marine renewal; the existence of forty- 
two special regimes allowing exemption from or reductions of taxes; and the use 
of NTBs, such as lists of products on which the issuance of import licenses was 
suspended, specific authorizations for some products, and annual import quotas 
for companies. 

Thus, an effective process of trade liberalization would depend not only on tar- 
iff reductions, but also on the elimination of NTBs and special arrangements. In 
Brazil, the first phase of the liberalization process occurred between 1988 and 
1989. It consisted of the fixing of lower tariffs and the elimination of IOF and 
TMP charges, but it did not eliminate special schemes or other NTBs, which were 
the major effective forms of protection for domestic production (de Paiva Abreu 
2004b; Kume et al. 2003). 

Some studies have measured the effects of liberalization on Brazil's labour 
market. Dix-Carneiro and Kovak (2015) analyse the impact of liberalization on 
migration and wages in local markets. They conclude that locations where the tar- 
iff reduction was 10 per cent higher than average saw a 9.4 per cent greater fall in 
wages than other regions. In addition, the states most affected by liberalization lost 
approximately 0.5 per cent of their populations because of trade liberalization. 

Ferreira, Leite, and Wai-Po (2007) test the impact of liberalization on the dis- 
tribution of hourly wages. They find that liberalization did not particularly affect 
the manufacturing sector, but its overall impact on the economy contributed to a 
reduction of inequality. Krishna et al. (2011) find a positive effect of liberalization 
on wages in export sectors compared with non-importing sectors. 

Gonzaga et al. (2006) obtain other evidence on inequality. They show that lib- 
eralization affected skilled-labour-intensive sectors more than unskilled-labour- 
intensive sectors. As a result, there was a reduction in income differences between 
the two groups in the post-liberalization period. 


? The discussion in this section draws on Pieri (2015). 
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Also exploring the labour channel, Dix-Carneiro et al. (2018) exploit the shocks 
due to trade liberalization on labour demand to estimate its impact on crime rates. 
They find a negative relationship between labour demand and crime rates. 

In the second phase, 1991-1993, there was a strong reduction of tariffs such that 
the modal tariff was 20 per cent. Tariffs on virtually all products suffered dras- 
tic reductions, except in industries such as computing, chemicals, automobiles, 
and other innovative technologies. However, it was the elimination of NTBs that 
caused the greatest impact on liberalization. de Paiva Abreu (2004b) and Kume 
et al. (2003) explain that this period saw the elimination of import licence suspen- 
sions, special import regimes, and company import quotas. Thus, the end of NTBs 
led prices to become the main instrument of trade protection, directly reflecting 
the degree of protection of each industry. 

The third stage of the process occurred in 1994 with the need for monetary stabi- 
lization. Import tariffs of zero or two per cent on products with greater weightings 
in the price index were established, and the Mercosur common external tariff 
was anticipated to begin in 1995. Brazilian tariffs are now 10.2 per cent on av- 
erage, a level comparable to other developing economies that are more open to 
international trade (de Paiva Abreu 2004b; Kume et al. 2003). 


4.2 Structural transformation and inclusive growth 


The manufacturing sector in Brazil experienced a period of growth until the end of 
the 1980s, and a process of retraction from the 1990s with economic liberalization. 
Thus, between 1964 and 1994, there was an intense structural transformation of 
the Brazilian economy. Firpo, Pieri and Nogueira (2020) present the historical evo- 
lution of value added by sector. Notably, agriculture’s share of GDP lost ground, 
falling from 10.2 per cent in 1960 to 6.3 per cent in 2011, although the most criti- 
cal period seems to have been in the late 1970s, when it reached 4.5 per cent. The 
share of the manufacturing sector also fell, from 22 per cent to 17.6 per cent. The 
sector that has the greatest share throughout the historical series is non-business 
services, which includes trade, restaurants, hotels, transport, storage and commu- 
nications, government and community services, and social and personal services. 
This sector has a historical average of 44 per cent of GDP. 

As in other countries, the structural transformation of Brazil was associated with 
workers’ transition from the agricultural sector to the service sector, as shown in 
Figure 10.4. This was a direct consequence of the urbanization process. Although 
manufacturing had a relevant role in the economy in the 1960s and 1970s, it is less 
labour-intensive, so the share of workers in the manufacturing sector has been 
almost stable over time. 

The Brazilian export composition shows the country’s transition from a well- 
defined role as exporter of food and raw materials to a model with a greater share of 
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Fig. 10.4 Employment composition, Brazil, 1960-2011 


Notes: (i) Business services: financial intermediation, renting, business activities; (ii) non-business 
services: (a) wholesale and retail trade, repair of motor vehicles and motorcycles, personal and 
household goods, hotels and restaurants; (b) transport, storage, communications; (c) public 
administration, defence, education, health, social work; (d) other community activities, social and 
personal service activities, activities of private households. 

Source: authors calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 


manufacturing. The share of manufacturing in Brazilian exports peaked in the late 
1980s and early 1990s, with a subsequent decline alongside the deindustrialization 
of the country (Firpo et al. 2020). 

Firpo et al. (2020) shows the breakdown of the growth in value added by 
sector between 1960 and 2011 using the Hodrick-Prescott filter. There was a re- 
versal in the trends for most sectors around 1991. From then on, the share of 
non-business services began to drop, and the share of utilities and construction, 
agriculture, and especially manufacturing increased. It is possible that this reversal 
in the trends was related to the strong economic liberalization that occurred un- 
der Fernando Collor’s government, which suddenly changed the economic sectors’ 
relative prices, causing a shock of competition with foreign companies. 

For most of the period between 1964 and the early 2000s, the gross income Gini 
fell very little. In the same period, the manufacturing sector’s share of total value 
added in the economy fell, although there were some fluctuations. This is shown 
in Figure 10.5. Graphically, there is no clear relationship between the evolution of 
the Gini and the share of the industry in value added. For most of the period, the 
Gini was almost stable, while the industry share fell from 22 per cent in 1964 to 
18.3 per cent in 2011. After the mid-2000s, the figure suggests that the fall in Gini 
was associated with a slight decline in manufacturing’s share, although it is not 
possible to confirm the statistical significance here. 
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Fig. 10.5 Gross income Gini and manufacturing value-added share, Brazil, 
1964-2011 


Notes: Missing Gini coefficients calculated using linear interpolation. Manufacturing value-added 
and employment shares are five-year moving averages. For example, the data for 1975 is an average 
of data for 1971-1975. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 


Figure 10.6 shows the relationship between the Gini index and the non-business 
services sector’s share of GDP. Between 1965 and 2000, the Gini remained practi- 
cally unchanged, despite the fluctuation in the share of the non-business services 
sector. The exception is the period from 1965 to 1978, when the Gini oscillated. 
There was initially a drop in the non-business services sector’s share of GDP be- 
tween 1978 and 1986, followed by a significant increase until 2000. Thereafter, a 
new trend is noted, with a slight drop in the sector’s share of GDP accompanied 
by a reduction in inequality, at least until 2011. 

Figure 10.7 shows two relevant findings about the recent evolution of the Gini 
index in Brazil. First, there has been a steady increase in the share of non-business 
services in total employment, which more than doubled between 1964 and 2012. 
In 1965, 22.2 per cent of employed people were in the non-business services sector; 
in 2012, the figure was 51.5 per cent. Second, at least until the end of the twentieth 
century, there seems to have been no relationship between the non-business ser- 
vices sector's increased share of employment and income inequality, as measured 
here by the Gini. The exception occurs at the beginning of the series, between the 
1960s and 1970s, when there is an abrupt increase in the Gini. From the 2000s 
onwards, the Gini declines at the same time as the share of the non-business ser- 
vices sector. The main hypothesis to explain this is that during this period, labour 
income increased because there was an increase in the number of formal contract 
jobs generated, which contributed to a reduction in inequality. In addition, the 
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Fig. 10.6 Gross income Gini and non-business services value-added share, Brazil, 
1964-2011 


Notes: Missing Gini coefficients calculated using linear interpolation. Manufacturing value-added 
and employment shares are five-year moving averages. For example, the data for 1975 is an average 
of data for 1971-1975. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 
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Fig. 10.7 Gross income Gini and non-business services employment share, Brazil, 
1964-2011 


Notes: Missing Gini coefficients calculated using linear interpolation. Manufacturing value-added 
and employment shares are five-year moving averages. For example, the data for 1975 is an average 
of data for 1971-1975. 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015) and UNU-WIDER World Income Inequality Database (WIID). 
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facts that average schooling has increased and there has been a consequent drop 
in the schooling premium contributed to the reduction of income differentials. 


5. Trends in inclusive growth, 1994-c.2011 


From 1994 to the mid-2000s, the pattern of structural transformation of secular 
deindustrialization is less intense because although employment share in the man- 
ufacturing sector is still declining, the value-added share is slightly higher, putting 
Brazil closer to an advanced industrialization period. But since the second half of 
the 2000s, the value-added of the manufacturing sector dropped and employment 
share was stable. 

The Real Plan stabilized prices, and the country was free of hyperinflation after 
fifteen years. Income inequality then decreased at a faster pace from the 2000s 
onwards. In the first years following the Real Plan, economic growth was slow. To 
fight inflation, the Central Bank fixed the exchange rate at a level that made it very 
difficult to export goods or compete with foreign goods. Moreover, the 1990s was 
a decade of economic crises that reduced demand for Brazilian products in some 
countries, including Mexico (1994), Russia (1997), the ‘Asian Tigers’ (1998), Brazil 
itself, (1999), and Argentina at the beginning of the next decade (2001). 

In the 2000s, Brazil’s economic performance started to rise. The boom in com- 
modity prices and the stability of the currency after 1994 led to years of reduction 
in unemployment rates, an increase in the percentage of formal contract workers, 
an increase in labour earnings, and a reduction of income inequality. The growth of 
Chinese demand for grain boosted commodity exports, and the consumer credit 
expansion allowed the generation of jobs in regions outside the industrial centre, 
especially in north-eastern Brazil. 

In 2004, the federal government introduced social programmes for income and 
goods distribution, and it created the Bolsa Familia, a large conditional cash trans- 
fer programme that almost eradicated extreme poverty. Income inequality then 
decreased not because the rich were losing income, but due to the increase in 
labour earnings among the poorest. 

Firpo et al. (2020) shows the evolution of the number of Bolsa Familia par- 
ticipants between 2004 and 2016. The number of beneficiary families grew from 
6.5 million in 2004 to 13.5 million in 2016. These numbers indicate that the pro- 
gramme contributed to a significant fall in income inequality. In addition, the 
conditions of the programme included the requirement that children should at- 
tend school, which also contributed to the increase in schooling in the period. The 
figures after 2014 coincide with a period of more inclusive growth: there was a 
rapid fall in the Gini index following the introduction of the Bolsa Familia, from 
57.07 in 2003 to 50.04 in 2015. 
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The Bolsa Familia programme has been very successful in fighting poverty in 
Brazil. Using the poverty line of US$10 a day, 79 per cent of Brazil's population 
was poor in 1980, and this dropped to 42 per cent in 2015. Using the poverty line 
of US$1.9 dollars a day, extreme poverty dropped from 28 per cent in 1983 to 
three per cent in 2015. Although the decreasing tendency of poverty rates started 
in the 1980s, it was only after the macroeconomic stabilization of the 1990s, and 
the consequent growth of formal contract jobs combined with social programmes, 
that Brazil speeded up its poverty reduction (see Figure 10.8). 

Coincidentally or not, these movements in inequality were correlated with the 
intensity of structural transformation. With the decrease of both income inequal- 
ity and the role of structural transformation, Kuznetsian tension was ambiguous. 
The structural transformation was greater when inequality rose, and when it fell, 
inequality also decreased. But does this imply that structural change affects in- 
equality negatively? Ferreira et al. (2017) provide some evidence that the reduction 
in inequality during this period was related to changes in how observable individ- 
ual characteristics were rewarded in the labour market. A reduction in the gaps on 
those returns is the main explanation for the reduction of inequality in Brazil. 

This inclusive growth in the labour market is evident when we analyse the evo- 
lution of formal contract jobs. Informal workers are employees without a formal 
contract or self-employed workers, who in Brazil usually do not enjoy social pro- 
tection. The percentage of informal contract workers fell from 56.2 per cent in 
1998 to 45 per cent in 2014. Even so, the percentage of informal contract workers 
is quite high and contributes to the inequality of earnings in the labour market, 
since this type of employment pays less on average (Firpo et al. 2020). 

In addition to the Bolsa Familia, another important public policy of the 1990s 
and 2000s was the growth of the minimum wage. Between 1990 and 2000, the 
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Fig. 10.8 Poverty rates, Brazil, 1981-2015 
Source: authors’ calculations based on PovcalNet, version March 2019 (World Bank 2019). 
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minimum wage saw a real increase of 35 per cent. Between 2000 and 2010, the 
gain was greater, around 82 per cent (Firpo et al. 2020). 

The combination of monetary stabilization (which benefited all social strata), 
real increases in the minimum wage (which benefited the middle class), and the 
Bolsa Familia programme (which focused on the poorest) led to a significant fall in 
economic inequality, promoting more inclusive growth. However, there was a sig- 
nificant drop in the growth of labour productivity, leading to stagnation. As shown 
in Figure 10.2, productivity growth between 1994 and 2011 was only 0.44 per cent 
per year. Of this change, 78 per cent was due to ‘Within changes: workers within 
each sector of economic activity became more productive, and structural trans- 
formation played a less relevant role in the period. This increase in the “Within 
component was possibly due to the large increase in average schooling in the 
period. Between 1990 and 2010, average schooling increased from 6.6 to 8.1 years 
(an increase of 22.5 per cent) (Firpo et al. 2020). 

The period 1994-2011 saw a drop in product per worker in some sectors, such as 
utilities and construction, business services, and non-business services. The latter 
started to see productivity below the economy average. In the opposite direction, 
the mining and agriculture sectors saw an increase in productivity during the pe- 
riod, with output per worker growing by 89 per cent and 123 per cent, respectively. 
Average productivity grew by about 16 per cent in the period. 


6. Trends after 2011, and future trajectory 


Brazil ended the first decade of the new millennium with a positive outlook. 
Poverty had never been so low. The boom in commodity prices had increased ex- 
ports and boosted the agricultural sector. The services sector had benefited from 
more credit in the market and generated millions of jobs. Brazil seemed finally to 
have left behind the years of bad economic performance. 

But the country had only postponed some important problems that would 
generate the worst economic crisis in Brazilian history. In 2015 and 2016, GDP 
dropped by nine per cent and the unemployment rate reached 13 per cent, with 
more than 28 million workers working fewer hours than they wished. Since then, 
the economy has stagnated and productivity growth has been very slow. What has 
happened to the Brazilian economy? 

There has been a severe fiscal crisis. Government expenditure (at all three levels: 
federal, state, and municipality) has increased continuously since the last Con- 
stitution of 1988. The Constitution includes some groups in the social security 
system that do not contribute to their future pensions. Additionally, there has been 
a growth in the public worker pension deficit, and the government has substan- 
tially increased the number of public workers over time. If the government were 
a private company, it could reduce its expenditure by firing some workers. But in 
Brazil it is illegal for the government to do so. 
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At the end of 2014, the prediction ofa collapse in public finances reduced private 
investment, and consequently labour demand fell abruptly. Many companies went 
bankrupt, and the government decreased its purchases, pushing unemployment 
even higher. 

So, the developer’s dilemma in Brazil today is about how to organize public 
finances through a reform of the Constitution that will allow the government to re- 
duce the fiscal deficit. Only after this, and with the confidence of economic agents, 
can there be a return to the path of policies that promote inclusive growth. 


7. Conclusions and policy implications 


This chapter has analysed the evolution of the structural transformation of the 
Brazilian economy in recent decades from a historical point of view. In doing 
so, it has evaluated the role played by different economic sectors in the historic 
reduction of economic inequality that occurred over the period. 

For comparison with other chapters in this volume, Figure 10.9 shows the pat- 
terns of structural transformation in Brazil. In Brazil, structural transformation 
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Fig. 10.9 Varieties of structural transformation in Brazil, 1950-2011 


Note: There are some data concerns over inequality data in the 1970s (notably, poor 
coverage of household surveys, missing or imputed years, high inflation, and 
discrepancy among nominal values of labour income). 

Source: authors’ calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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was associated with a strong displacement of workers from less productive sec- 
tors (in this case, agriculture) to more productive sectors (manufacturing and 
services). This structural transformation was the main driver of the upgrad- 
ing industrialization period (1950-1964). Even between 1964-1994, a period of 
secular deindustrialization, when there was smaller growth in productivity and de- 
clining manufacturing employment share and manufacturing value added share, 
structural transformation still played an important role. 

In this chapter, there have been two outstanding issues. First, as the structural 
transformation process diminished, the growth of labour productivity decreased, 
as did GDP growth. Second, economic growth only became inclusive—that is, re- 
duced economic inequality—at the beginning of this century, when productivity 
was practically stagnant and average schooling increased substantially. 

What the Brazilian experience seems to suggest is that structural transformation 
affects labour productivity, but inclusive growth is not an obvious consequence 
of this process. It seems to depend on the causes behind the structural transfor- 
mation. In the Brazilian case, as with most Latin American countries (Chile as an 
exception), the industrialization process was not accompanied by an accumulation 
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Fig. 10.10 Patterns of Kuznetsian tension in Brazil, 1964-2011 


Source: authors illustration based on the GGDC 10-Sector Database Version 
2015 (Timmer et al. 2015) and UNU-WIDER World Income Inequality 
Database (WIID). 
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of human capital and was mainly due to the import substitution system, which cre- 
ated opportunities for the manufacturing sector by making foreign products more 
expensive for consumers, thereby concentrating income. 

Another conclusion of this chapter is about the change of the Kuznetsian ten- 
sion overtime. We don't have data on inequality for the period before 1964, so 
it is not classifiable. But over the period 1964-1994 the Brazilian economy expe- 
rienced different periods of inequality growth and growth-enhancing structural 
transformation. Structural transformation played an important role between 1964 
and 1994, although the process was strong in the first half of these three decades. 
Inequality grew during 1964-1972, but since 1978 it converged for the average level 
of the period and remained constant until 1994. So, we conclude that Kuznetsian 
tension was weak (benign) in most of the period. 

For the period 1964-1994, Brazil experienced a strong structural transforma- 
tion process but inequality increased or remained stable in this period. As we 
pointed out in the chapter, the import substitution system, urbanization, and in- 
dustrial policy seems to explain most of the structural transformation and they 
are not related themselves with the persistent high inequality. However, Brazilian 
government managed inflation poorly and the price level increased significantly in 
the 1970s, reaching a hyperinflation level in the 1980s. The high inflation affected 
mostly the low-income population. This, combined with the low attendance to 
school in the same period, helps to explain the persistence of income inequality. 

From 1994-2011, the structural transformation was less growth-enhancing. 
Also, Brazil presented an unprecedented decline in inequality in the beginning 
of this century due to the increase of formal contract jobs, price stability, and the 
increase of average schooling years of the population. So, the Kuznetsian tension 
was ambiguous in this period. 

Given the stagnation of labour productivity in Brazil over the past few decades, 
a new cycle of structural change should be followed by social policies that focus 
on the most vulnerable, as has been the practice since the late 1990s. 
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Structural Transformations and the Lack 
of Inclusive Growth 
The Case of Chile 


Andrés Solimano and Gabriela Zapata-Romdn 


1 Introduction 


The developer’s dilemma describes the Kuznetsian tension between structural 
transformations and inclusive growth. Kuznets (1955) identified a process 
whereby inequality increased at initial stages of development and reversed later 
as development proceeds. A key component of structural transformation (ST) 
refers to the evolution of different productive sectors in the economy, measured 
by changes in sector shares of gross domestic product (GDP), labour, and ex- 
ports. Particularly, we define ST as the reallocation of economic activity between 
and within sectors towards higher-productivity activities (Herrendorf et al. 2014). 
The movement of labour to more productive activities is a driver of economic 
development as it increases overall productivity and efficiency in the economy. 
However, policy-induced labour reallocations can also reduce growth when labour 
is transferred from higher-productivity to lower-productivity sectors (McMillan 
and Rodrik 2011), as it has been observed in some periods in Chile and Latin 
America. 

Developed and developing countries have had different patterns of ST. Histor- 
ically during the nineteenth and twentieth centuries, while developed countries 
shifted away from primary/agricultural goods production towards manufactur- 
ing industries and then to services industries, some developing countries have 
shifted from agriculture to services (retail and trade) without developing a strong 
manufacturing sector—a process known as premature deindustrialization (Rodrik 
2016). The service sector is, in general, more productive than agriculture but is not, 
across the board, technology intensive." On the contrary, a sizable manufacturing 


1 The pattern of premature deindustrialization is not always the case. Korea, Taiwan, Singapore, and 
Finland created strong technology-intensive sectors during their development processes. 
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sector is strongly associated with a high degree of industrialization and therefore, 
with more sustainable development. 

The ST undertaken in Chile in the past five decades, which we analyse in 
this chapter, has been related to rapid trade liberalization and an absence of 
industrial policies, along with privatization and deregulation extended to both 
the productive and social sectors (education, health, pensions, social housing). 
Chilean economic growth relies, on the demand side, on the dynamism of ex- 
ports, private investment, and private consumption; on the supply side, it re- 
lies, mainly, on the mining and services sectors. However, in spite of a rising 
GDP trajectory, the country has undergone a steady process of deindustrial- 
ization, with the share of manufacturing in GDP reaching a historic low of 10 
per cent in 2018, a level resembling that of the early 1930s at the outset of the 
Great Depression. In contrast, in 1972 manufacturing was 26 per cent of GDP 
(Liiders et al. 2016). 

Although the naked neoliberalism of the Pinochet era (1973-1989) has been 
somewhat tempered since the early 1990s by public investment in the social sec- 
tors, infrastructure, and regional development, the bulk of the economic model 
put in place in those years remains in place today and, lately, has provoked seri- 
ous social resistance. In October 2019, an unexpected wave of acute social unrest 
developed that appears mostly associated with widespread dissatisfaction towards 
regressive features of the Chilean economic model, primarily inherited from the 
dictatorship period. Social indicators show a mix of declining poverty along with 
persistent inequality of income and wealth, with high asset concentration within 
powerful economic elites. The Gini coefficient for both monetary incomes (adjust- 
ing for transfers) and net wealth, places Chile as the second most unequal country 
among the Organisation for Economic Co-operation and Development (OECD) 
countries (OECD 2018a) and among the top ten-fifteen most unequal countries 
in the world (Solimano 2016). In turn, the income share of the richest 1 per cent of 
the population captures nearly one-third of national income (Lopez et al. 2013). 
Chilean development patterns of the past few decades contain several features in 
need of substantive redirection to be suitable with the United Nations Sustainable 
Development Goals (UNSDGs) agenda for 2030, which stress ecological sustain- 
ability, social equity, participatory development, and productive diversification, 
among other goals. 

This chapter describes the STs that Chile has experienced in the past fifty years 
and how they have contributed—or not—to inclusive growth. For this, we will 
analyse the indicators of sectoral production, employment, and productivity, to- 
gether with data on poverty and inequality from a standardized dataset based on 
the World Income Inequality Database (WIID) (UNU-WIDER 2019). The second 
part of the chapter examines the political economy and public policies that have 
influenced those STs and the future trajectory of ST, employment, and inclusive 
growth. 
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2. The developer’s dilemma in Chile: an overview 


The developer’s dilemma relates to how countries manage the tension between 
ST and inclusive growth. The former refers to shifts in employment between and 
within sectors to higher-productivity activities essential for economic develop- 
ment. The latter involves spreading the benefits of growth broadly. Economic 
growth led by ST is more likely to be sustained in the medium term in a way that 
commodity boom-led growth is not (Herrendorf et al. 2014). This is not least to 
avoid a growth slowdown or a contested ‘middle-income trap’ (Eichengreen and 
Gupta 2013). 

The pattern that Chile has followed since the second half of the twentieth cen- 
tury does not seem to be guided by this type of ST. Growth has been mainly led 
by the strengthening of the services sector at the expense of the manufacturing 
sector. Services are labour-intensive but have low productivity, since they do not 
require significant investments in physical and human capital. On the contrary, 
the development of the manufacturing sector is linked to a more sustainable type 
of growth, high productivity, and job creation. In the early 1960s, the manufactur- 
ing sector contributed more than 30 per cent of economic growth, much like the 
contribution of non-financial services. 

What followed was a very rapid decline in the role of the industrial, manufac- 
turing, and non-manufacturing sectors, together with the scaling up of the impact 
of financial and non-financial services and mining. By the mid-1970s, the con- 
tribution of manufacturing to value-added growth was negative, while financial, 
non-financial, and mining services accounted for 90 per cent. After a gradual up- 
turn of the contribution of the manufacturing sector to economic growth, it turned. 
to a downward trend, reaching 15 per cent in 2011; see Figure 1 in Solimano and 
Zapata-Roman (2019). 

The second part of the developers dilemma refers to the degree of inclusive 
growth. In Chile, economic growth has been linked to a sharp decrease in in- 
come poverty, particularly since the 1990s. Poverty measured by labour incomes is 
much higher; see Duran and Kremerman (2021). Inequality, on the other hand, has 
proved to be more structural and persistent. Since ST is strongly connected with 
changes in the manufacturing sector, we plot gross income Gini against the value- 
added manufacturing share in constant prices and the manufacturing employment 
share (Figure 11.1). We distinguish four periods, which are linked to historical and 
political developments in the economy and society. The first period, before the dic- 
tatorship (up to 1973), had the lowest inequality, along with a rising manufacturing 
share. The second period, during the dictatorship (1974-1989) that saw great so- 
cial and economic changes in Chile coincide with the debt crisis of the 1980s and 
the subsequent recession. In this period, inequality increased strongly, and the 
decline of the manufacturing industry began. Although there was a small decline 
in the levels of inequality during the second half of the 1980s and until the end 
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Fig. 11.1 Gross income Gini and manufacturing (a) value-added share and 
(b) employment share, Chile, 1968-2011 


Notes: (i) The missing Gini coefficients were calculated using linear interpolation. (ii) Manufacturing 
value-added and employment shares are five-year moving averages. For example, the data for 1975 is 
an average of data for 1971-1975. 

Source: authors’ illustration based on Timmer et al. (2015); Groningen Growth and Development 
Centre (GGDC) 10-Sector Database Version 2015 (GGDC 2015); UNU-WIDER World Income 
Inequality Database (WIID). 


of the dictatorship, the first decade in the post-Pinochet democracy (1990-1999), 
our third period, is marked by growing inequality and sustained economic growth 
that extended until the Asian Financial Crisis. This external crisis hit Chile due to 
its dependence on international trade with Asia. Lower growth rates and declin- 
ing inequality accompanied the beginning of the new century (2000-2011), our 
fourth period. During this time, the downward trajectory of the manufacturing 
sector has remained steady, measured through both the share of value added and 
employment. 
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Fig. 11.2 Patterns of Kuznetsian tension in Chile, 1960-2011 


Source: authors illustration. 


Therefore, we do not observe a time-period describing a strong Kuznets ten- 
sion, that is, increasing inequality with growth-enhancing STs. We identify a weak 
tension in the first period (before 1973), with low inequality and a growing man- 
ufacturing sector. This turns to an adverse weak tension in the following periods 
1973-1989 and 1990-1999, given a rising inequality and a shrinking manufactur- 
ing sector. Since the 2000s, we observe an ambiguous tension, due to declining 
inequality combined with an also declining manufacturing sector. For compari- 
son with other chapters in this volume, Figure 11.2 presents the modalities of the 
Kuznets tension for Chile. 


3. Trends in structural transformation 


The types of STs that allowed differentiating between developed and developing 
countries were, according to Solow (1956), related to sectoral development, fac- 
tors of production, characteristics of the financial system, and healthy dynamic 
influences, for example, a large proportion of workers who are highly qualified 
and employed in the formal sector and a diversified manufacturing industry that is 
larger than other sectors, such as agriculture or mining; also, strong public finances 
with low debt dependency that rely on direct taxes and provide social security, as 
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well as diversified foreign trade in terms of products and recipient countries. Fi- 
nally, low poverty and post-tax inequality, plus a well-developed financial system, 
high investment, and savings, are usually accompanied by slow population growth 
and high urbanization. 

Sumner (2017), in a more contemporary understanding of STs, grouped these 
characteristics into three main areas. The first refers to sector aspects, or changes 
in the relative weight of the different productive sectors and their employment 
shares, towards higher productivity. Second, the factor aspects of ST are about the 
composition of the productive structure and productivity levels—drivers of eco- 
nomic growth. The third aspect relates to the characteristics of global integration 
in terms of trade and investment patterns. In the rest of this section, we will discuss 
the transitions Chile has experienced in relation to these three aspects. 


3.1 Changes in the Chilean economic structure 


Structural transformations are often described as the movement from agricul- 
ture to other, more productive activities. In Chile, this trend has been seen in the 
displacement of employment away from agriculture but not in value added. Agri- 
culture represented about 4 per cent of value added from 1960 to 2000 and has 
been closer to 5 per cent of the country’s value added since 2000 (see Figure 11.3). 

The size of the manufacturing sector is strongly associated with the degree of 
industrialization and therefore with more sustainable development. In Chile, the 
sector was growing and reached a peak of about 24 per cent of the total value added 
in 1972. In September 1973, an authoritarian military government took power in 
the country and pursued several policies that affected the trajectory of ST. These 
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Fig. 11.3 Value-added composition for Chile, 1960-2011 


Source: authors’ illustration based on the GGDC 10-Sector Database Version 2015 (Timmer et al. 
2015). 
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included exchange rate devaluation, privatization of public enterprises, opening 
up to international trade, and curtailment of labour unions. Of these neoliberal 
reforms, trade liberalization was perhaps the one that most dramatically affected 
the country’s productive structure. Prior to 1974, the manufacturing industry en- 
joyed high tariff protection, which was gradually phased out, along with all import 
quotas, leaving flat import tariffs of 10 per cent in 1979. Trade liberalization in- 
duced a significant change in relative prices in favour of agriculture, mining, and 
non-tradable goods, affecting the allocation of resources within the economy (Al- 
varez and Fuentes 2006; Contreras and Ffrench-Davis 2012). By 1975, Chile’s GDP 
had dropped nearly 12 per cent, with annual inflation exceeding 300 per cent. The 
military government adopted a shock treatment strategy to curb inflation, and also 
the terms of trade declined. This entailed contractionary fiscal and monetary pol- 
icy, along with a significant devaluation of the Chilean peso (Ffrench-Davis 2018; 
Solimano 2012a). These measures did not have a substantial impact on sticky in- 
flation, but led to a sharp contraction of economic activity and a reduction of real 
wages. By 1975, industrial production had fallen by 28 per cent (Jadresic 1986). 

With the opening up to international trade and the Latin American debt crises 
at the beginning of the 1980s, the manufacturing sector reached the lowest point 
of the decade in 1982 at 15.7 per cent of total GDP. Manufacturing started to 
recover by the second half of the 1980s until 1994, when the second phase of 
contraction started. Since the beginning of the twenty-first century, the declining 
trend of the manufacturing sector's share of GDP has continued. The latest figures 
from the Chilean Central Bank show an even more pessimistic scenario, with the 
manufacturing sector falling to 10.3 per cent of GDP in 2018. 

Mining is a key productive sector for the country. Chile is the world’s largest 
copper producer and owns one-third of the world’s copper reserves, which are 
mainly used for electrical conduction. The share of the mining sector has rep- 
resented, on average, 15 per cent of the total economy since the mid-1970s. 
Fluctuations in the international price of copper have defined the trajectory of 
the sector, as this metal represents more than one-half of the country’s total ex- 
ports,” and the fall of the sector during the first half of the 1990s parallels the 
sharp drop in the international price of copper (SONAMI 2019). The boom in cop- 
per prices during the 2000s increased the profitability of the industry, attracting 
foreign investment, which helped to grow the sector (OECD and UN 2018). 

The largest sector of the Chilean economy is services. To visualize the trends 
in this sector, we split it into two parts; the first comprises finance, insurance, 
real estate, and business services, and the second comprises non-business ser- 
vices. The latter includes trade, restaurants, and hotels; transport, storage, and 


> During the period 1960-1974, copper accounted, on average, for 80 per cent of total exports. That 
figure dropped to about 60 per cent in the period 1975-1989 and fell to about 50 per cent from the 
1990s, on average. 
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communication; and community, social, and personal services. The service sector, 
as a whole, has had rather stable participation in the total economy at 52-56 
per cent of the total value added from 1960 onwards. However, its composi- 
tion has changed over time: non-business services have reduced its share in total 
output, while the financial services sector has steadily increased its relevance, 
reaching 20 per cent of GDP by 2010. In other words, we observe a trend to- 
wards financialization of the economy that coincides with the deindustrialization 
process. 

To summarize, the productive structure in Chile has experienced significant 
changes over the past fifty years. We can identify some trends in structural changes 
in sector shares. The first is the growth of the services and financial sector, as well 
as the mining sector. Services tend to be labour-intensive but not technology- 
intensive; and mining is technology-intensive but requires few workers, most of 
whom are highly qualified. The second trend is deindustrialization, shown by the 
shrinkage of the relative position of the manufacturing sector in aggregate output. 
For comparison with other chapters in this volume, the varieties of ST in Chile 
over the period are presented in Figure 11.4. 

Industries such as textile, metal-mechanic, and shoe production contracted 
sharply with trade liberalization in the mid-1970s and, later, with enhanced 
price competition from China and other East Asian markets. The ownership 
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Fig. 11.4 Varieties of structural transformation in Chile, 1960-2011 


Source: authors calculations based on the GGDC 10-Sector Database Version 2015 
(Timmer et al. 2015). 
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structure of productive assets strongly tilted towards the private sector due to 
the wave of privatization following the free market revolution of the mid-1970s. 
This trend of deindustrialization is worrisome and could negatively affect Chile's 
ability to achieve STs towards higher and more sophisticated levels of productive 
development and technological advance. 


3.2 Changes in employment structure 


Following changes in its productive structure, Chiles employment structure has 
undergone drastic changes since 1960. In most sectors, we can distinguish inflex- 
ion points in the employment trajectories that coincide with both political and 
economic crises. 

In 1960, three sectors represented 87 per cent of total employment: non- 
business services, agriculture, and manufacturing. Between 1960 and the mid- 
1970s, the employment share in agriculture fell steadily, and was absorbed mainly 
by the manufacturing and non-business service sectors. The period after the mili- 
tary coup (1973-1975) marks a turning point for the manufacturing sector, which 
fell from 22 to 14 per cent of total employment between 1973 and 1982. The declin- 
ing trend in agriculture remained, and the non-business services sector offset both 
shrinkages. With the economic crisis of 1981-1982, GDP per capita fell by 17 per 
cent and the unemployment rate doubled, reaching 20 per cent in 1982 (Cowan 
et al. 2004). 

After the debt crises, the economy recovered slowly until the end of the mili- 
tary government in 1989. The financial sector became more regulated and received 
substantial public resources after the crash, doubling its employment share during 
the 1980s. In 1990, the occupation structure was dominated by non-business ser- 
vices, which represented 48 per cent of total employment, while agriculture and 
manufacturing represented 18 per cent each. 

The rapid growth of the 1990s once again impacted the labour participation 
of various economic sectors. The share of agricultural employment fell by almost 
one-half in this decade, accounting for only 10 per cent of total jobs in 2000. The 
employment shares of mining and manufacturing also declined considerably. The 
service sector absorbed the decrease in employment in agriculture, mining, and 
manufacturing, becoming the largest sector by employment, with 67 per cent of 
the workforce. The 1990s saw accelerated GDP growth and a decline in the relative 
contribution of manufacturing to overall job creation, along with a consolidation 
of financialization. The first decade of the twenty-first century accentuated the up- 
ward trend in the service sector, which reached 70 per cent of total employment 
in 2012, with employment in the agriculture and manufacturing sectors falling 
to 8 and 10 per cent, respectively—see Figure 4 in Solimano and Zapata-Roman 
(2019). 
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In summary, in this period we observe even more drastic changes in the distri- 
bution of employment than we saw in the productive structure. These are related 
to the flow of workers from agriculture and manufacturing to the services sector. 
Within services, the absorption of employment is mainly in the subsectors of com- 
merce, restaurants, and personal and social services. There is a tendency towards 
financialization, given the high growth of employment in the financial sector. The 
latter requires more qualified workers and concentrates a greater use of technology 
than other services, but only accounts for one-quarter of all services, which in turn 
represent almost 70 per cent of total employment in Chile. More recent figures for 
sectoral GDP indicate that the manufacturing sector continues to shrink, as does 
the number of jobs, deepening the deindustrialization of the country. 

The path followed by the manufacturing sector in Chile is called premature 
deindustrialization. According to Rodrik (2016), countries experiencing pre- 
mature deindustrialization observe a sustained decline in both manufacturing 
value added and employment shares (secular deindustrialization) before reach- 
ing the phase of advanced industrialization, or even the stage of upgrading 
industrialization. 


3.3 Changes in labour productivity 


According to McMillan and Rodrik (2011), total labour productivity can grow 
only for two reasons: first, when productivity rises within a sector through capital 
accumulation, technological development, or a reduction of plant misallocation; 
second, when there is reallocation of labour across sectors with different produc- 
tivity levels, from low-productivity to high-productivity sectors. The first type of 
productivity growth is called a ‘within-sector’ component, and the second is called 
‘structural change’ because it enhances economy-wide productivity growth. 

In developing countries, labour productivity gaps are usually very large between 
sectors. This is particularly the case when these countries have mining enclaves, 
which are technologically intensive but employ a small share of the labour force, as 
is the case in Africa and Latin America. It was expected that after long dictatorships 
in the 1980s in many Latin American countries, a new economic environment 
would yield significantly enhanced productivity performance. However, the inten- 
sified competition caused by trade liberalization left fewer manufacturing firms in 
the market, and displaced workers from closed firms ended up in less productive 
activities, such as services. Thus, the decline in the manufacturing sector translated 
into growth-reducing structural change (McMillan and Rodrik 2011). 

Chile did not depart from this regional trend. The entire increase in labour 
productivity from 1960 to 2011 was due to the within-sector component, with a 
negative structural growth (see Figure 11.5). The highest productivity increase oc- 
curred with the return to democracy in the 1990s, which coincides with a strong 
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economic boost in the country. During this decade, Chile’s GDP grew on average 6 
per cent annually, although the structural change in labour productivity was neg- 
ative due to the expansion of the services sector in terms of both value added and 


employment. 
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Fig. 11.5 Decomposition of labour productivity growth in 
Chile, 1960-2011 


Note: The decomposition uses the methodology of McMillan and Rodrik 
(2011). 

Source: authors illustration based on the GGDC 10-Sector Database 
Version 2015 (Timmer et al. 2015). 


Comparing average labour productivity can be misleading if labour shares vary 
significantly across sectors. For instance, the reason that the labour productivity 
of the mining sector is so high might simply be because the labour share of this 
highly capital-intensive sector is small. For that reason, we need to analyse together 
the changes in productivity and changes in employment shares, for the different 
sub-periods—see Figure 6 in Solimano and Zapata-Roman (2019). 

We do not observe significant simultaneous rises in relative productivity and 
employment in any of the periods. The above-average productivity sectors that 
increase their employment shares from 1960 to 1973 are manufacturing and non- 
business services; however, the relative productivity in both cases declined in the 
period. During the dictatorship, relative productivity worsened in most sectors. 
This was accompanied by escalations in the employment shares of all services, 
particularly in non-business services. On the contrary, the employment share in 
manufacturing fell more than 4 percentage points. In the 1990s, the generation of 
employment in the services sector was intensified, although at lower levels of rel- 
ative productivity. The turn of the century came with a slowdown of the economy 
and minor changes in productivity and employment. 
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3.4 Trade structure (exports, imports) 


Another important factor in ST is the diversification of the economy in terms of 
activities and markets. The Chilean export structure is very constrained in both. 
Currently, China, the United States, Japan, and South Korea are its main trad- 
ing partners; together, they receive 57 per cent of Chiles total exports (Simoes 
and Hidalgo 2011). Copper and its by-products account for almost one-half of 
total exports; the remaining half is still very concentrated in natural resources, 
with limited value added. A major weakness of this trade structure is that it 
makes the country very vulnerable to external shocks. A contraction in demand 
by any of these four countries, as well as changes in the international prices of the 
commodities, can affect the entire economy (OECD and UN 2018). 

Despite these weaknesses, there is progress in terms of mineral dependency. 
From 1962 to 1974, copper and other metals represented on average 87 per cent 
of total exports, a share that was consistently reduced until the beginning of the 
new century. The boom in copper’s price from the 2000s attracted foreign invest- 
ment in the sector, which again increased the proportion of this metal in total 
exports. Still, the upsurge in the production of other metals, such as lithium, allows 
some degree of diversification. Besides mining exports, Chile has developed an im- 
portant agroindustry export sector in winery, fruit, fishmeal, and forestry-related 
products. 

However, Chiles imports map out the limitations of the country’s productive 
structure. From the mid-1980s, on average, 70 per cent of the country’s imports 
have been manufactured products. Little progress has been made to revert this 
tendency, since there has not been a clear decrease in these imports in the past 
decade. There has also been a rise in fuel consumption, particularly from the 2000s, 
directly related to the mining industry, which uses energy-intensive production 
processes. 


4. Trends in income inequality, employment, 
and inclusive growth 


Inclusive growth is defined in terms of who benefits from economic growth and by 
how much, in other words, to what extent growth leads to a reduction in poverty 
and a decline in inequality.’ The concept can be extended to include the direct par- 
ticipation of the poor in growth processes via employment and/or reduction in the 
inequality of opportunity through capability expansion (e.g. health and education 
access) (Sen 2014). 


? Some versions of the concept of ‘inclusive growth’ only define inclusive growth as leading to a 
reduction in poverty, without also requiring a decline in inequality. 
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4.1 Growth, poverty, and inequality 


After 1973, during the military dictatorship, overall inequality increased, although 
some specific social indicators improved. For example, the number of students in 
secondary education increased from 51 per cent in 1973 to 75 per cent in 1989, and 
infant mortality fell from 66 per 1,000 live births to 33 between 1973 and 1980.* 
However, economic, tax, and labour reforms have strongly affected employment 
and salaries in rather regressive ways. By 1989, the average real wage was eight 
percentage points below its 1970 level, with 45 per cent of the population living in 
poverty (MIDEPLAN 1998).° 

The return of democracy to Chile in the 1990s came with a steady decrease in 
its poverty. Income poverty was reduced to 36 per cent by 2000 and to 8.6 per 
cent by 2017 (World Bank 2019). A large proportion of this reduction during the 
period 1990-1996 can be attributed to sustained economic growth and increasing 
employment and wages (Contreras 2003). In addition, rising private investment 
and job creation helped to revert the increase in unemployment and depression 
of real wages from the dictatorship period (Contreras and Ffrench-Davis 2012). A 
growth in social spending (targeted cash transfers and subsidies) also contributed 
to poverty reduction (Gammage et al. 2014). 

To reduce income poverty, Chile has relied on aggregate economic growth com- 
plemented by subsidies targeted at the poor. However, this strategy has not been as 
successful in improving other dimensions of well-being. At the national level, the 
measure of multidimensional poverty (which tracks access to education, health, 
housing, and other social services) is twice as high as income poverty, at 20.9 per 
cent in 2015 (CASEN 2015). Indices of educational attainment are systematically 
lower for the poor. At the same time, open unemployment and labour market 
informality are systematically higher for the poor (CASEN 2017; Solimano 2018). 

Chile has one of the highest levels of inequality in Latin America, with a gross 
Gini coefficient of 49.36 in 2015. An important source of inequality in Chile is 
high-income shares at the top of the distribution. According to Gammage et al. 
(2014), the richest decile had 35.6 times the wealth of the poorest decile in 2011. 
Additionally, the income share of the wealthiest 1 per cent of the population was, 
on average, 32.8 per cent of the entire country’s income during the period 2005- 
2010; the share of the top 0.1 per cent was 19.9 per cent; and the top 0.01 per cent 
got 11.5 per cent of the country’s wealth (López et al. 2013).° When analysing the 


* See https://childmortality.org/data/Chile; data provided by the Instituto Nacional de Estadisticas 
(accessed 7 October 2021). 

° According to other international benchmarks, in 1987 almost 75 per cent of the population was 
below the US$10 per day threshold and almost 12 per cent under the US$1.9 dollars per day threshold. 

é These numbers are high by global standards. In 2007, in the United States, the income share of the 
top 1 per cent was 23 per cent, in the UK it was 14 per cent, and in France it was 8 per cent, based on 
income data from the respective internal revenue services (Atkinson et al. 2011). 
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trajectories of income inequality before and after taxes and subsidies, we notice 
very small differences between them, suggesting that tax redistribution is very 
limited in Chile. 

Between 2000 and 2015, the Gini coefficient fell by almost six points. This is 
certainly a positive development, although in the same period, the income of the 
bottom decile (the poorest) grew 145 per cent in real terms, while that of the richest 
decile grew 30 per cent. However, in absolute terms, the wealthiest decile increased 
its income by a factor of 9, while the poorest did it only by a factor of 2.5. It is not 
surprising, then, that although the least advantaged more than doubled their real 
income, their perception of the income gap not shortening persists (PNUD 2017). 

Despite the trend of declining inequality since the 2000s, it is hard to conclude 
that Chilean economic growth in recent decades has been inclusive, given these 
high indices of inequality. Although ‘all boats have been lifted on the rising tide, 
the main winners of this period of prosperity and growth are located at the top of 
the distribution. The causes of this bias towards the very rich in the Chilean growth 
process needs to be analysed in more detail, which goes beyond the scope of this 
chapter. Part of the story is likely to be related to the concentration of wealth that 
emerged after the privatization of public assets undertaken in the 1970s, 1980s, 
and some in the 1990s. Tax policies that are not progressive, a steady deterioration 
in public education since the 1980s, and weak labour unions are all factors that 
have conspired against more inclusive growth (Solimano 2012a, 2012b). 


5. Public policies and political economy aspects of Chilean ST 
and development 


Structural transformation and the pattern of overall economic development are 
shaped, jointly, by public policies and political economy conditions. The former 
refers to areas such as international trade, industrial policy, credit, macroeconomic 
management, and others. The second set of variables refers to factors such as rel- 
ative power of labour, influence of economic elites, degree of social mobilization, 
distributive conflicts, and institutional frameworks. 


5.1 Before dictatorship 


The import substitution industrialization (ISI) strategy followed by Chile from the 
early 1940s to the early 1970s—before industrialists supported the military coup 
of September 1973—created productive activities that enjoyed import protection 
from tariffs and other devices (quotas and preferential import arrangements for in- 
termediate parts and capital equipment). The ISI strategy also came with expanded 
labour union membership in the public and industrial sectors. Labour unions were 
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particularly active in the 1950s and 1960s as inflation eroded the purchasing power 
of wages. In the early 1970s, although inflation skyrocketed in 1972-1973, the 
labour union movement, in general, supported the Allende government (1970- 
1973) and the head of the Nationwide Labour Confederation became the minister 
of labour and social security in the Popular Unity government. The agrarian elite 
of landholders benefited from the ownership of large areas of land, which started 
to change with the launch of agrarian reform from the mid-1960s until 1973. In the 
social area, public policies were advancing towards increasing degrees of univer- 
sality in the provision of social services within a general trend of rising inclusion of 
the middle and working classes through access to public education, public health, 
housing, and social security schemes. Social rights were promoted through pro- 
gressive legislation and labour codes improving universality, but faced difficulties 
in reaching the very poor in rural areas and the marginalized in urban centres. 

The political economy of the 1960s was characterized by higher demands for 
democratization, reflected in the growing participation of various groups in na- 
tional decisions and the acceleration of agrarian reform. The Allende period of 
transition to democratic socialism was more polarized. Economic elites opposed 
nationalization policies and agrarian reform. They resented the attempt to change 
the economic and political structure of Chile away from the traditional power elites 
and towards the working classes. On the foreign front, US copper corporations, 
dissatisfied with nationalization terms, managed to mobilize the US government— 
headed at the time by President Richard Nixon and Secretary of State Henry 
Kissinger—to cut multilateral funding to Chile from the International Monetary 
Fund and the World Bank. The Church Report of the US Congress later confirmed 
that the Nixon administration also engaged in political and economic destabiliza- 
tion of the Allende government and favoured the military coup of September 1973 
(Solimano 2012a, 2012b). 

The Allende government had active support from labour unions, peasant or- 
ganizations, left-wing political parties, intellectuals, and progressive middle-class 
organizations. However, the economic crisis that erupted in 1972, resulting in 
high inflation, food shortages, strikes, and the stalling of growth, turned upper- 
middle-income groups and well-to-do households against the government, and 
even mobilized some labour unions in the copper sector. This climate of inter- 
nal division eventually also reached the armed forces, traditionally respectful of 
civilian democratic rule (see Solimano 2012a, 2012b). 


5.2 The Pinochet era 


After the military coup, basic democratic procedures were suspended for nearly 
two decades: parliament remained closed from the day of the coup (11 September 
1973); labour union activity was severely restricted, if not banned; civil rights were 
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suspended; left-wing parties were prohibited; the press was tightly censored by 
military delegates; and political opponents and labour leaders were persecuted and 
imprisoned, with serious violations of human rights recorded. 

The free-market economic agenda of the military regime affected traditional 
industrialists who had flourished in the ISI period. Neoliberal policies had the sup- 
port of a class of new owners who acquired public enterprises at low cost, and also 
of financial intermediaries that reaped big benefits from banking deregulation. 
Workers could not effectively oppose privatization policies and massive lay-offs 
occurred in the public sector as unions were severely restricted in their activities. 
A new dynamic sector was the agroindustry for export, which created additional 
support groups for trade opening. This sector benefited from more competitive 
real exchange rates and lower tariffs, and from policies adopted in the 1960s to 
promote forestry, fishing, and fruit planting. 

Since the mid-1970s, policies that have shaped ST have included—tariff re- 
ductions and elimination of non-tariff trade barriers, exchange rate policies with 
alternating objectives in various periods (e.g. anti-inflation between 1979 and 1982 
versus export promotion post-1985), the absence of explicit industrial policies, 
and policies of selling public enterprises created by the Chilean state from the 
1940s to the 1970s (the ISI period). Regarding social policy, the approach changed 
markedly in the late 1970s and early 1980s, when the Pinochet regime launched a 
set of so-called ‘market-orientated social policies. In the new scheme, the sup- 
ply of social services traditionally provided by the state started to be delivered 
by the private sector, often through for-profit companies. In fact, the military 
regime passed new laws that allowed for-profit providers to operate in the educa- 
tion, health, housing, and pension-fund management sectors. These commercial 
providers could start charging fees at ‘market prices’ for social services. Pricing 
was not the only critical dimension. Given the complex nature of education and 
health services, along with the fact that the privatized social security system was 
based on risk-return combinations hardly understood by the population, issues of 
highly imperfect information and insufficient regulation under oligopolistic mar- 
ket structures also became very relevant. Although more regulation and expansion 
of social services were introduced after the return of democracy, the overall market 
orientation of social policies undertaken in the Pinochet era was largely preserved 
afterwards. 

Market-orientated social policies shifted the cost of accessing social services to 
beneficiaries, reducing state financial burden and increasing it for households. Ac- 
cording to the OECD and the World Bank, Chilean families pay—relative to their 
budgets—the highest proportion for the education of their children (nearly 28 per 
cent) out of all OECD economies (see OECD 2018b, 2019; Solimano 2012a, 2012b, 
2018). 
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In the market-based social policy model, the recipient’s ability to pay deter- 
mines the quantity and quality of education, health services, and housing. The 
income level of students and their families becomes a critical determinant of ac- 
cess to education. In this context, talented students from low-income families often 
cannot afford to attend good schools, creating an adverse selection system that is 
both detrimental to long-run growth (due to the loss of human capital accumula- 
tion) and also exacerbates pre-existing inequality (Bourguignon 2018; Corak 2013; 
Gaentzsch and Zapata Roman 2018; Torche 2014). 

The strategy of several governments for dealing with the lack of access to 
university education due to insufficient income has been to offer student loans 
administered by commercial banks (charging significant real interest rates that 
later were reduced through a government subsidy to commercial banks). As ex- 
pected, there has been an increase in the level of student debt. The rate of return 
to university education is not guaranteed, as certain university careers, offered by 
less prestigious private universities, do not always ensure good job market access 
(Gaentzsch and Zapata-Roman 2020). Resistance to policies of privatization, high 
fees, and the proliferation of student debt, have given rise to an active student 
movement mobilizing around an agenda of ‘quality and free education for all. The 
current president of the country is Gabriel Boric, 36 years old and a former leader 
of the student movement. 

Over 80 per cent of the population uses the public health system, which tends to 
be chronically undercapitalized; there are significant waiting periods for surgeries 
and other complex medical services. The remaining 20 per cent avoid queuing by 
going to expensive private clinics. The scheme is financially managed through a 
private health insurance system called ISAPRES. 

An important piece of market-orientated social policy was the privatization of 
the pension system for the civilian population in 1981 (Solimano 2021). This sys- 
tem is still in operation. Currently, more than 10 million people hold individual 
pension-savings accounts (of which 5.5 million regularly contribute to the sys- 
tem) managed by for-profit private pension-fund management companies—the 
AFPs by its Spanish acronym. Under this scheme, the state is barred by law from 
offering pension-fund management services to the population that could com- 
pete with the AFPs (Solimano 2021). New entrants to the workforce have been 
obliged to contribute on this pay-as-you-go, private-funding modality since 1981. 
The accumulated pension funds of wage earners in the hands of the AFP system 
(managed by six private firms) is US$220 billion in 2019, equivalent to 70 per cent 
of Chilean GDP. These funds, in turn, are the main source of low-cost capital for 
large Chilean corporations, commercial banks, and foreign corporations. Fund 
management companies charge a fee to every pension account and earn an aver- 
age rate of return of 25-30 per cent of the invested capital (Solimano 2017, 2021). 
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In contrast to the high profit rate of the pension management companies, the av- 
erage monthly pension received by the pensioners is close to US$300, certainly a 
modest amount in a country with a per capita income per month slightly above 
US$2,000.’ To ensure a minimum pension to low-income people, the state finances 
out of general tax revenues a basic pension pillar. This pillar reaches about 1.5 mil- 
lion people and provides a pension of US$150 per month to the poorest 60 per cent 
of the population; the state also provides a subsidy (Aporte Previsional Solidario 
(APS)) to a range of people in receipt of low pensions. 


5.3 The return to democracy 


After the restoration of democracy in 1990, civilian governments abstained 
from progressive redistribution and largely continued with the free-market, pro- 
business policies of Pinochet in a less ideological/more programmatic manner. 
New fiscal resources were also devoted to increasing public investment and social 
sector spending, two neglected areas during the military regime. 

Post-Pinochet civilian governments did not revise the obscure privatizations 
of public enterprises of the 1980s. Economic conglomerates expanded their com- 
mand of resources, consolidating their political influence over public policies 
adopted by new governments. Further privatization took place during the post- 
Pinochet democratic period. Water provision to large cities was transferred to 
private companies during the government of President Frei Ruiz-Tagle (1994- 
2000), along with the closing of coal mining in the historic Lota area in the south 
of the country. 

Civilian governments also maintained the private provision of education, 
health, and the capitalization pension systems instituted by the military regime in 
the early 1980s. However, in the early 2000s some new programmes in the health 
sector were put in place, such as the AUGE’ plan that provided financial resources 
to patients for the treatment of a list of medical illnesses. In 2008, under the first 
Bachelet government, a partial reform of the pension system was carried out that 
created a pillar of minimum pensions and supplementary subsidies for people with 
small pensions. However, the Bachelet reforms fell short of posing any challenge 
to the monopoly of the dominant AFP system, which remained virtually intact af- 
ter these reforms (Solimano 2021). The big pension saving surpluses (on the order 
of 70 per cent of GDP) continued to be channelled to large corporations, shaping 
the savings-investment process in a pro-capital fashion. In turn, labour legislation 
encouraging ‘job flexibility’ has been functional in maintaining a modest labour 
share in national income (around 35 per cent). 


7 The state also funds pensions of the old pension system and provides the bulk of funding for the 
pension system of retired personnel of the armed forces, who receive average pensions that can be up 
to four times higher than the average pensions paid to the civilian population. 

è The AUGE plan was renamed to Explicit Health Guarantees (GES), they constitute a set of benefits 
guaranteed by law for people enrolled in both public and private health. 
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Employment generation benefited, in a quantitative sense, from economy-wide 
growth, and free-market labour legislation has enabled ample control of the labour 
process by capital owners. The main source of employment creation has been the 
services sector, in particular trade, hotels and restaurants, and the financial sector. 
However, job stability and labour rights have been diminished by the weak bar- 
gaining power of labour due to de-unionization, outsourcing, and fragmentation 
of labour unions, affecting the quality and pay conditions of new jobs. 

In the second government of Bachelet (2014-2018), the tax system underwent 
changes whose net distributional effects are ambiguous. On the one hand, the tax 
reform of 2014 moderately increased corporation income taxes and reduced de- 
ductions from corporation taxation to personal taxes for firm owners (pro-equality 
changes). On the other hand, it reduced top marginal income tax rates from 40 
per cent to 30 per cent. This policy goes against reducing the income share of 
top earners (the upper 1 or 0.1 per cent), which in Chile, as shown in section 1. 
Introduction, is exceedingly high. 


6. The future trajectories of ST, inequality, and inclusive growth 


The Chilean economy faces several challenges in the years ahead, the resolution 
of which will affect future trajectories of ST, inequality, and growth. In the 2000s, 
a series of macroeconomic reforms was introduced to reduce the effects of ex- 
ternal shocks and consolidate macroeconomic stability. A rule to increase fiscal 
spending according to expected long-term growth and terms of trade was put 
in place, and in 2008 an economic and social stability fund was created, along 
with a pension reserve fund. An (orthodox) independent central bank holding 
only an inflationary objective complemented the macro framework with a flexible 
exchange rate regime and a precautionary policy of holding relatively large inter- 
national reserves. As of 2022 annual inflation accelerated to near 7 percent due to 
the effects of COVID-related supply shocks with the Ukraine conflict leading to 
further increases in energy and food prices. 

There are, nevertheless, important remaining challenges on the real side of the 
economy such as sustainability of growth, diversification of the country’s eco- 
nomic structure, faster productivity growth, and ecological protection. As the 
country approaches higher levels of per capita income, convergence to the high 
growth rates of the mid-1980s and 1990s (6-7 per cent per year) is highly un- 
likely as overall productivity growth has stalled for more than a decade. Further 
acceleration in the rate of economic growth will depend more on productivity 
growth and technical improvements than on factor accumulation because of di- 
minishing returns to capital. In addition, natural resources will be severely strained 
with an attempt to achieve higher growth based on the consumption of nat- 
ural capital that the current practice follows. In turn, the current composition 
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of growth, as discussed in section 3, is tilted to mining and services, with a dimin- 
ished manufacturing sector. A reversal of these trends may not be easy; currently, 
Chile spends less than 0.4 per cent of its GDP on research and development (R&D) 
(well below the average OECD level of around 2.5 per cent of GDP) and successive 
governments have been reluctant to adopt more active industrial policies. Also, 
the value-added intensity of the export bundle remains moderate, as the country 
still relies on the export of commodities (copper) with relatively low value added, 
although agroindustry exports are more labour-intensive. In the last OECD ‘Pro- 
ductive Transformation Policy Review, the need for an ‘update’ of the development 
strategy in Chile was highlighted. The review stresses the importance of increasing 
factor productivity growth, lowering the territorial concentration of production, 
raising value addition in services, and reducing over-reliance on mining, among 
other deficiencies. The report proposed exploiting opportunities in green produc- 
tion, developing solar energy, increasing digitalization, and investing in big data 
and broader internet connections. The emphasis and recommendations of the re- 
port seem reasonable, although it is probably over-optimistic in its assessment of 
the willingness and ability of governments, inspired by a hands-off approach to de- 
velopment, to carry out this ‘update’ of the Chilean development strategy (OECD 
and UN 2018). This can change with the new Boric administration. 

Future trends in inequality and the prospect of more inclusive growth also re- 
main uncertain. A Kuznets dynamic may be operating (in which at certain GDP 
per capita the economy becomes less unequal) as the gross and net income Gini 
coefficients have declined by five or six percentage points over the past fifteen to 
twenty years. The expansion of higher education from nearly 200,000 students to 
close to one million over this period has reduced the education premium and 
lessened labour income inequality. In the future, the earnings capacities of low- 
income workers will depend on their access to quality public education at primary, 
secondary, and tertiary levels—a goal hampered by the current deterioration of 
public education at primary and secondary levels. Capital incomes, in turn, de- 
pend on interest earned on financial assets, dividend flows from physical assets, 
and profits from current production. Chile exhibits high levels of wealth inequal- 
ity, which may be difficult to reduce through taxes on the very rich or other means 
because of political resistance to redistributive policies by powerful economic 
elites. 


7. Conclusion 


The Chilean development strategy of the past three or four decades has given 
priority to aggregate economic growth, orthodox macroeconomic management, 
and high profitability for foreign direct investment and big domestic business. 
There has been a pay-off in GDP growth, higher GDP per capita, and higher living 
standards. However, this prosperity may have been, to an extent, borrowed, as it 
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has relied on the intensive exploitation of non-reproducible natural resources. In 
addition, from the 2000s, observed rates of GDP growth started to slow down. At 
the sector level, the economy has specialized in mining, finance, and services, with 
a diminished share of the manufacturing sector in output that reached a histori- 
cal low of 10 per cent of GDP in 2017. In October-December 2019, the country 
faced a period of serious social unrest and protests, the ‘estallido social, with their 
roots in dissatisfaction with the neoliberal economic model and its features of 
low wages, expensive social services, and overall social inequality giving rise to 
a constitutional convention drafting a new constitution that overcomes the one 
inherited from the Pinochet regime that has supported the neoliberal economic 
model. 

The empirical analysis of this chapter shows a decline in the value-added shares 
of manufacturing and agriculture, and a rise in services, particularly finance, trade, 
and hotels and restaurants, with ups and downs in mining shares in the transition 
from the ISI strategy to the outward-orientated neoliberal model. These trends 
are more strongly accentuated for employment shares, with the decline in rela- 
tive employment generation in agriculture and manufacturing going directly to 
the services sector, which accounts now for two-thirds of total employment in the 
economy. Trade liberalization led to severe reductions in the value-added shares 
of textiles, metal-mechanic, and shoe factories within manufacturing. 

Social indicators for the past three decades display a mixed story: while total 
income-based poverty declined from 45 per cent in the late 1980s to less than 10 
per cent in 2017, multidimensional poverty measured as gaps in access to educa- 
tion, health, good jobs, and housing was nearly 20 per cent in 2017 although these 
social indicators worsened during the pandemic of COVID-19 in 2020 and 2021. 
Inequality of income has dropped in the past twenty years, but it remains at high 
levels by international standards of countries with a similar level of per capita in- 
come. In turn, the Gini coefficients for total net wealth (around 70 per cent) and 
financial wealth (close to 90 per cent) are substantially higher than the net income 
Gini (nearly 50 per cent), adding a very relevant dimension (i.e. wealth inequality) 
to the issue of economic inequality. Income and wealth concentration at the top 
(richest 1 and 0.1 per cent) are very high in Chile. 

A more balanced and sustainable development strategy for Chile, in line with 
the UNSDGs and climate warming trends, for example, would require significant 
changes in its production structure. Policy improvement will require moving away 
from the intensive use of natural resources and towards knowledge-intensive sec- 
tors, a revival of manufacturing, and clean production lines supported by a more 
environmentally conscious tax system. The reduction of high inequality and de- 
concentration of wealth, again to be aligned with the UNSDGs, requires important 
reforms in the tax system and the structure of markets, effective anti-trust legisla- 
tion, and the rebalancing of bargaining capacities between labour and capital that 
revert the enormous economic surplus currently appropriated by wealthy elites, 
enabling more inclusive growth. 
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LOOKING AHEAD 


12 
Leapfrogging into the Unknown 
The Future of Structural Change in the Developing World 


Lukas Schlogl 


1 Introduction 


What will the future of structural transformation look like in the developing 
world?? 

This chapter discusses and extrapolates a set of trends in the structure of em- 
ployment and value added, global trade, and technological upgrading that is likely 
to shape developing economies going forward. Across each of these domains, the 
chapter reviews assessments in current empirical and theoretical literature. Fur- 
ther, it offers a conceptual framework for understanding the opportunities and 
challenges around structural transformation posed for developing countries in the 
face of contemporary technological change. 

The chapter posits that a defining issue for the future of structural change is 
that of new ‘asynchronies’ in the sequencing of development pathways—echoing 
themes of prematurity, economic catch-up, and technological imitation. The 
notion of ‘leapfrogging’ (i.e. of adopting frontier technologies and skipping inter- 
mediate stages in technological development) has recently gained traction and is 
critically assessed here. It is argued that emerging development challenges across 
different domains of economic activity centre around understanding and man- 
aging the risks and opportunities offered by novel constellations of maturity and 
prematurity of development. A key risk is that the decreasing relative capacity of 
the industrial sector to generate mass employment in an age of high technology 
will make it harder to achieve the downswing in inequality promised by economic 
maturity (per Kuznets 1955). 


1 The author would like to thank Jostein Hauge, Kyunghoon Kim and Andy Sumner, as well as par- 
ticipants at the 2019 United Nations University- World Institute for Development Economics Research 
(UNU-WIDER) workshop “The Developer’s Dilemma in Bangkok, for valuable comments. The usual 
disclaimers apply. 
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The chapter is structured as follows. Section 2 offers a framework for under- 
standing scenarios of catch-up structural transformation in a context of techno- 
logical borrowing. It argues that novel constellations of earliness and lateness in 
economic and technological development are key to this understanding. Section 3 
sketches and extrapolates long-term trends of structural change in employment 
and value added. The novel constellations here are a trend towards premature ter- 
tiarization, new forms of global structural convergence, and the ‘hybridization’ 
of economic sectors. Section 4 explores the issue of trade and globalization in 
times of automation, with a focus on the debated threat of ‘reshoring’ of previously 
offshored activities. Late-developing countries now face competition from labour- 
saving technology up the stream of global values chains. Finally, Section 5 analyses 
technological leapfrogging in the service sector, drawing on empirical trends and 
examples from South-East Asia that could be considered typical for modernizing 
middle-income countries. Section 6 concludes. 


2. Catch-up in the age of automation: an analytical 
framework 


In the 1950s, economic historian Alexander Gerschenkron (1951) posited that a 
country’s ‘economic backwardness’ (i.e. its relative lack of industrialization) could, 
in some respects, be considered an advantage. By importing modern technologies 
from leading industrialized countries and by investing in cutting-edge machinery 
and equipment, ‘latecomers’ to the development process could skip stages of mod- 
ernization that previous scholars such as Walt Rostow had deemed necessary in 
any successful path towards economic development. Skipping, in Gerschenkron’s 
view, would enable late-developing economies to generate faster and more capital- 
intensive industrial growth, unhindered by societal constraints and orchestrated 
by a strong, dirigiste state (for a more recent discussion, see Mathews (2006); 
see Nayyar (2013) for a history of the catch-up paradigm and Lin (2016) for a 
discussion of latecomer advantages and disadvantages). 

Arguments in the vein of Gerschenkron are currently seeing a revival in the 
flourishing discourse of technological ‘leapfrogging’ (e.g. Lee 2019). The idea that 
less-developed countries could reap the benefits of skipping intermediate stages in 
technological progress—for example, jumping straight into mobile-phone-based 
e-payment systems without first building an automated teller machine (ATM) 
infrastructure—can also be heard across the board of international development 
organizations. There are, however, critical voices. Pritchett (2020) argues that 
technological research and development (R&D) in high-income countries reflects 
distorted price signals due to immigration barriers, among other things. This 
makes technology economize on factors of production such as routine manual 
labour that are in fact abundant in low-income countries. In the view of Pritchett 
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(2020: 132), ‘this pattern of innovation is a massive negative externality to the 
global economy as what is needed, (...) is jobs for low to medium skill labor in 
developing countries. Pritchett’s view implies that the adoption of technology de- 
veloped in and for high-income countries is not necessarily advantageous in other 
circumstances. 

In a simplified overview, one could conceptualize the possible configurations 
of economic development and technology adoption along a two-by-two matrix of 
earliness and lateness in each dimension (see Table 12.1 and Figure 12.1). A con- 
ventional ‘lining-up’ pathway would envisage late-developing countries adopting 
a new technology later than high-income countries—in the strictest sense, adop- 
tion would take place only at a time when the adopting countries have reached a 
comparable level of economic development to that of developed countries at the 
time of adoption.” Examples for lining up of that kind can be found across a whole 
range of economic activities, most notably in agriculture, that are often carried out 
manually in developing countries yet are automated in Organisation for Economic 
Co-operation and Development (OECD) countries. Technology adoption might 
happen only after prices have dropped, after patents have expired, after goods are 
sold in a second-hand, used state (e.g. machinery, vehicles), etc. However, as the 
overall structure of the economy in late-developing countries is characterized by 
numerous forms of lateness, a lining-up approach should be distinguished from 


Table 12.1 Constellations along the technology-development nexus 


Economic development 


Late Early 

Lining up Lagging 

A conventional pathway A conservative pathway 
= 2 of following step-by-step of delaying overdue tech- 
S 3 historical patterns without nological steps and of late 
> ‘jumping the queue of borrowing from innovators 
3 technological development 
5 Leaping Leading 
g = A disruptive pathway An innovative pathway of 
5 S defying historical pat- pushing the technologi- 
£ terns by skipping steps in cal frontier and of taking 


technological development new or rapid steps in 
technological development 


Source: author’s illustration. 


? Within the class of ‘lining up’ developing countries, one could potentially further differentiate 
between earlier and later adoption given a comparable level of development, that is, lagging within 
lining up. 
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Leading 


Leaping 


Lagging 


Technological maturity 


Economic maturity 


Fig. 12.1 Development pathways with reference to 
economic and technological maturity 


Source: author’s illustration. 


the notion of lagging behind. Technology adoption depends on complementar- 
ities of skill, infrastructure, regulation, and of other factors, and would thus not 
typically be expected in the absence thereof. 

In contrast, ‘lagging’ would mean late adoption of technology despite economic 
maturity and the presence of relevant complementarities. Consider, for instance, 
the current lack of high-speed rail networks in the United States and the UK, while 
such infrastructure has long been present in high-income countries (HICs) such 
as Japan, France, or Spain, and even in some middle-income countries (MICs) 
such as China. The United States is similarly lagging in some aspects of airport 
infrastructure compared to other HICs. Several countries in continental Europe 
could be considered to be lagging in innovation in the digital and engineering sec- 
tor compared to the United States or Scandinavia, in the adoption of self-checkout 
technology in the retail sector, or in the availability of high-speed internet. 

From Californias Silicon Valley to Berlin's Silicon Allee, technological ‘leading’ 
is almost by definition predominantly found across the high-income OECD world 
but also increasingly so in China. Finally, cases of ‘leaping’ (or ‘leapfrogging’), 
meaning early adoption of technologies despite late development, can be found 
across the developing world. The mobile-phone-based financial service M-Pesa in 
Kenya and Tanzania is often mentioned under this rubric. Automated train and 
subway systems exist in many MICs, notably in Asia, and self-checkout and e-kiosk 
systems in retail and food services are currently being rolled out in some countries 
in these regions. All of these are cases of ‘early adoption during late development. 
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Section 5 of this chapter will discuss in more detail the introduction of automated 
toll booth technology in South-East Asia as an example of leap(frogg)ing. 

A view of development as sequenced adoption of technology along a stepwise 
pathway serves as no more than a point of orientation and comparison. Em- 
pirical evidence on the benefits and downsides of developmental asynchronicity 
is relatively scarce. Empirically, Gerschenkron’s original research focused on 
newly industrialized countries in Eastern Europe and Russia, which the data of the 
time fitted. Later research on economic convergence, in contrast, has long strug- 
gled to find much evidence in support of economic convergence, which should 
follow from latecomer advantages (e.g. Pritchett 1997; Nayyar 2013). China's rapid 
industrial catch-up, thanks in part to an aggressive strategy of borrowing and copy- 
ing foreign technologies, on the other hand, would appear to lend some credibility 
to Gerschenkron’s optimistic thesis. The neoclassical standard model of growth, 
the Solow-Swan model, also suggests higher growth potentials during catch-up 
than at the technological frontier. 

There is some evidence that developing countries ‘import’ OECD-type chal- 
lenges such as skills-biased technological change and labour market polarization 
via technology transfers in global value chains (GVCs) (see Ugur and Mitra (2017), 
who provide a systematic review of technology adoption and employment in least- 
developed countries (LDCs) finding both skills bias and challenges of employment 
creation; see also Yasara and Rejesus (2020); Pahl and Timmer (2019)). Chang and 
Andreoni (2020: 7) further point out that ‘the debate around digitalization is dom- 
inated by the idea of a leap into a post-industrial age, without the realization that 
manufacturing processes and the materiality of production will still matter in such 
an economy. Even if one rejects Gerschenkron’s optimism, though, it seems sen- 
sible to concede that optimal structural change is a moving target that depends 
on changing conditions such as relative factor prices, technological frontiers, and 
a changing landscape of international competition. Policies of structural change 
will thus have to be adaptive and staying ‘in line’ with development conventions is 
by no means always advisable. 

Table 12.2 sketches an indicative list of opportunities and risks with a view to the 
leaping approach. Disadvantageous leaps are referred to here as ‘technology creeps, 
capturing the idea that technology is creeping into domains without a plausible 
development rationale. Unquestionably, though, the dividing line between ‘leap’ 
and ‘creep’ is fuzzy and the same phenomena might well be labelled differently by 
different scholarly camps. The present chapter explores the debate of prematurity 
with a focus on the first three domains on which Table 12.2 provides examples, 
while the bottom three are mentioned for indicative purposes only. The list is not 
exhaustive. 
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Table 12.2 Early adoption during late development: opportunities and risks 


Technology leap 

Early adoption of technolo- 
gies conducive to catch-up 
development (Ger- 
schenkron’s ‘advantages 

of backwardness’) 


Technology creep 

Early adoption of tech- 
nologies disadvantageous 
to catch-up development 
(Pritchett’s ‘distorted 
patterns of innovatior) 


Structural change 


Labour market 


Sector hybridization and 
upgrading, convergence of 
industrial activity 


Automation displacing 
scarce or augmenting 
abundant labour 


Premature deindustri- 
alization (‘Disrupted 
Development per Schlogl 
and Sumner 2020) 


Automation displacing 
abundant labour; jobless 
growth 


Trade Offshoring with technology ‘Value-added erosion 

transfers due to GVC participation 
(Caraballo and Jiang 2016) 

Governance Free access to informa- Mass surveillance, manip- 
tion, distant learning, ulation of online discourse, 
e-participation misinformation 

Global power Technological indepen- Technological dependency 

relations dence due to early-mover due to patents or lock-in 
advantages effects, ‘data colonies’ 

Environment Efficiency gains, green Growing energy consump- 


tion, electronic waste, rise 
in emissions 


technology, carbon 
decoupling 


Source: author’s illustration. 


3. Towards structural convergence and hybridization 


What do earliness and lateness imply for the realm of structural change? Histor- 
ically, the trend over the past decades has largely been for sectoral employment 
shares to gradually decline in agriculture from already low levels and to grow in 
the service sector. Industrial employment shares have declined in all but the very 
lowest-income countries. This general pattern of structural change tends to be 
visible across different geographical regions and country-income groups; see Sen 
(2019), who discusses the standard model and deviations from it in low-income 
economies. 

Extrapolating this historical trend, sometimes referred to as ‘Petty’s Law, into 
the future would suggest a continued increase of service-sector work at the expense 
of both industrial and agricultural work. Farmers would be increasingly concen- 
trated in the LDCs, where they are already concentrated today, while farming 
everywhere else would become ever more capital-intensive. Even if there are calls 


LUKAS SCHLOGL 259 


for more decentralized, organic forms of agriculture, it is hard to imagine a re- 
versal of the declining employment trend in agriculture, given rapid technological 
advances in this field from drones to automated crop-picking to satellite-assisted 
‘precision agriculture. As the world continues to reduce human labour input to 
farming and manufacturing, the ‘post-industrial’ revolution, which took off in 
mid-twentieth-century Europe, will keep unfolding until it reaches a point where 
the vast majority of human labour is pursued in some variety of service sector. 
Most potential for structural change of this conventional, cross-sector, kind is left 
in low-income countries (LICs) and it is in in these countries where it is already 
showing the fastest pace (Merotto et al. 2018). 

It is noteworthy that the country-level share of industrial employment (cur- 
rently at around roughly one-fifth to one-quarter of the labour force on average) 
has, over time, increasingly become detached from the level of economic devel- 
opment of a country. LICs like Benin or the Republic of Congo, lower-middle- 
income countries (LMICs) like Bangladesh or India, upper-middle-income coun- 
tries (UMICs) like Mexico or Paraguay and high-income countries (HICs) like 
Finland or Switzerland employ around 20-25 per cent of their labour force in the 
industrial sector (World Bank n.d.). The countries with the lowest gross domestic 
product (GDP) per capita are still dominated by agricultural employment, while 
the richest ones are strongly service-sector-based economies, yet the global trend 
appears to be towards increasing homogeneity in terms of industrial employment 
shares. 

There is thus a trend of structural convergence as LICs have expanded their in- 
dustrial employment shares (from low levels) while HICs show declining shares 
from moderate levels, on a population-weighted account. Projecting this past 
trend into the future would imply that the developing world will overtake high- 
income economies in terms of country-level industrial employment shares; see 
Schlogl (2020) for a visual depiction based on International Labour Organization- 
modelled estimates provided by World Bank (n.d.). If the historical inverse 
-U-shaped pattern, which suggests that industrial employment first expands and 
then contracts during economic development, continues to hold, the share of em- 
ployment in industry will at some point go into reverse: from industrialization 
to deindustrialization. This turning point—which would adequately be called the 
‘Clark turning point’ after Clark (1940), who first noted these sector dynamics’*— 
lies, at least on average, in the future.* Since the developing world has larger labour 


° Clark (1940) was the first to note that ‘the proportion of the working population engaged in sec- 
ondary industry appears in every country to rise to a maximum and then to begin falling, apparently 
indicating that each country reaches a stage of maximum industrialization beyond which industry 
begins to decline relative to tertiary production. 

* The narrower category of employment in manufacturing as opposed to industry seems to have 
gone into reverse earlier in developing countries, as pointed out by Rodrik (2016) and others under the 
thesis of ‘premature deindustrialization. 
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forces than the developed world, industrial employment convergence is compat- 
ible with the world having gone through a rise, in absolute terms, in the global 
number of workers employed in industry. 

Employment in agriculture has declined across all countries over the past 
fifty years. The change has been most dramatic in East and South-East Asia 
and least dramatic in sub-Saharan Africa. The value-added share of agriculture 
(has also declined in all but the richest developing countries (Brazil, Chile, and 
South Africa) where it had already fallen to a low level decades ago. The only 
other sectoral trend which has been equally geographically universal is the rise 
in service-sector-based employment, which is visible in all major developing 
economies. Other shifts in the economic structure appear to be more country- 
or region-specific. East Asia, for instance, has seen an expansion of manufactur- 
ing employment not present in other regions. What does this mean for the future? 
Most potential for conventional structural change lies in Africa, which currently 
still employs around 60 per cent of its labour force in agriculture—a share roughly 
equal to that of developing East Asia (excluding China) around 1970. Moreover, it 
is worth noting that once labour has exited the agricultural sector, the dynamics 
of structural change become more static. 

Is the expansion of the service sector, tertiarization, likely to stay with us? The 
trend will arguably continue even if countries place some weight on a degree 
of agricultural and industrial self-sufficiency and if the international division of 
labour thus remains partial—as Keynes (1933) advocated for and as modern de- 
fenders of industrial policy keep promoting today. Technological advances mean 
that a growing ‘robot reserve army’ is pushing the human labour force into non- 
automatable tasks, creating a technological ‘dual economy’ with new dynamics of 
labour surplus exchange (Schlogl and Sumner 2020). This is a new development 
constellation which late-developing countries are facing. 

Alonso-Soto (2020) shows that contemporary patterns of structural change are 
exposing emerging economies to labour-displacing technologies and thus reduc- 
ing manual—though not always routine—work. Non-automatable tasks will be 
increasingly located in sectors like education, health care, or social services, which 
require human interaction, flexibility, creativity, human touch, empathy, and sim- 
ilar difficult-to-automate qualities (Autor et al. 2003; Goos and Manning 2007; 
Autor and Dorn 2013; Frey and Osborne 2013). Though the service sector con- 
tains an extent of automatable work (e.g. cognitively repetitive or highly structured 
tasks), which may become redundant thanks to digitization and artificial intel- 
ligence (Willcocks and Lacity 2016), most scholars expect that this sector will 
remain a refuge of human competitive advantage (Autor 2015). 

Does this mean that the world is deindustrializing? In one sense, in terms of 
country-level employment shares, it does, albeit less so in LICs. Tech companies 
such as Google or Amazon, as the modern equivalents of past manufacturing gi- 
ants, employ far fewer people than Ford or General Motors did, while ranking 
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similarly on the Fortune 500 (Madrigal 2017). Similarly, one could point to a mod- 
ern mobile network operator such as Safaricom, catering to over 20 million users of 
the earlier mentioned M-Pesa, which directly employs just over 6,000 staff, though 
it is one of the most profitable companies in all of Africa (Safaricom 2019). Fac- 
tories will surely continue to be built in developing countries, but should also be 
expected to depend on less labour input relative to other sectors. Labour-intensive 
cut-mend-trim or assembly-type activities might become obsolete in light of rapid 
advances in garment and manufacturing technology (see, e.g. Nayak and Padhye 
2018). 

In another sense, however, in terms of the absolute number of workers em- 
ployed in industry, the world may not deindustrialize given growing labour 
forces in developing countries. Haraguchi et al. (2017: 293) argue that, from 
a global perspective, ‘the manufacturing sector’s value added and employment 
contribution to world GDP and employment, respectively, have not changed sig- 
nificantly since 1970. Rather, they argue, manufacturing has shifted to a handful 
of populous developing countries. One could contend, of course, that manu- 
facturing remaining constant throughout decades of structural change (largely 
in the form of agriculture-to-services shifts), means a relative displacement of 
manufacturing. 

In yet another sense, in terms of industrial value added to GDP, this is a more 
open question. Globally, the population-weighted average value added of industry 
(including construction, mining, and utilities) has been on a declining trajectory, 
driven by the continued value-added tertiarization of high-income economies fol- 
lowed by MICs. A majority of LICs, on the other hand, have seen value-added 
shares in industry expand, albeit from a low level. Put differently, employment 
deindustrialization means that relatively fewer workers will be required to pro- 
duce a unit of industrial output, but not that less industrial output is produced. 
Generally, value addition and employment are, though, on similar trajectories. 

In yet another sense, though, what may be more likely than deindustrializa- 
tion in a strict sense is an increasing conceptual blurring of economic sectors—an 
argument also made by Gollin (2018). On the one hand, services are already in- 
creasingly industrial, meaning scaled up for mass consumption and assisted by 
technologies. Medical care or education, for better or worse, belong to a ‘service 
industry’ in the sense that they are capital-intensive, characterized by economies of 
scale and agglomeration, and that their business processes tend to be increasingly 
highly structured, standardized, and have a highly developed division of labour. 
Increasingly, services are also tradable nowadays. Computing and information 
and communication technology (ICT) is a hybrid of industrial and service-sector- 
based business, sometimes classified into the ‘quarternary sector. As ICT gets 
injected into ever more economic activities, the boundaries between services 
and industry get blurry and services become ‘industries without smokestacks’ 
(Newfarmer et al. 2018). 
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Industrial manufacturing, on the other hand, depends on service inputs and 
partly creates or incorporate these, for example, financial and business services. 
Advances such as 3D-printing and digitization also mean a higher degree of 
personalization and customizability in industrial production. There are thus ‘in- 
dustrial services’ emerging. Farming, of course, is already an industrial enterprise 
in many places, operating with considerable machinery to turn agricultural raw 
materials into processed outputs for mass markets. ‘Industrial agriculture’ is 
the dominant form of food production in HICs. More recently, agri-tech start- 
ups have also ventured into domains such as ‘farming as a service, blending 
these sectors as well. Perhaps, the future of structural transformation is thus less 
one of deindustrialization in a conventional sense and rather one of sectoral 
hybridization. 

If so, would this be a problematic development? Gollin (2018) argues that 
‘growth theory and empirics are relatively agnostic as to the sectoral pathways of 
development’—a dollar added to the economy is a dollar added, regardless of what 
activity generated it. This is the sector-agnostic, neoclassical view (Schlogl and 
Sumner 2020). This view chimes with findings that productivity growth increas- 
ingly ‘tends to come more from gains within sectors than from the movement of 
labor between sectors’ (Merotto et al. 2018, my emphasis; see also McMillan et al. 
2014; Timmer et al. 2014). Gollin (2018) argues that the knowledge-related exter- 
nalities traditionally associated with manufacturing are likely to also be present in 
the service sector. 

Much will, of course, depend on what activities emerge in the heterogeneous 
service sector. It is hard to picture a successful economic development model 
based on the kind of informal, low-skilled, low-productivity services—from street 
vending to transport to security services—which are still prevalent in the low-to- 
middle-income developing world today. Advocates of industrial-led development 
argue that sustained economic and productivity growth without manufacturing is 
empirically rare, that the service sector is still less tradable than manufacturing, 
that service expansion depends on manufacturing development, and that tech- 
nology might not erode manufacturing jobs after all (for a recent discussion, see 
Hauge and Chang 2019). The key issue for the future of structural change neverthe- 
less is arguably about the quality and value-adding capacity of specific economic 
activities, rather than one about broad (and to some degree arbitrary) sectoral cat- 
egories. Not only that, the long-standing debate of whether industry is the key 
to development is increasingly being superseded by a new debate: is technology 
adoption key to development? 


4. Peak globalization? 


Questions about the future of structural change and technology adoption and are 
intricately linked to questions about the future of globalization. In their seminal 
book, The Second Machine Age, Brynjolfsson and McAfee (2014: 184) argued that 
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the ‘biggest effect of automation is likely to be on workers not in America (...) but 
rather in developing nations that currently rely on low-cost labor for their com- 
petitive advantage. They argued that ‘off-shoring is often only a way station on 
the road to automation (Brynjolfsson and McAfee 2014: 184). In a recent talk on 
the future of work, the economic historian Robert Skidelsky flat out speculated that 
we may have reached ‘peak globalization’ because of automation.’ The impact of 
robotics, Skidelsky argued, would be a substantial reduction in supply chain trade 
and an overall falling trade share. Avent (2017) is similarly concerned with the risk 
of ‘reshoring; meaning the return of offshored processes to OECD countries. One 
could cite examples like Adidas’s speed factory, which is now producing millions 
of 3D-printed shoes in the United States and Germany, rather than in Vietnam or 
India. 

To what extent reshoring is a real threat to developing countries remains con- 
troversial. UNCTAD (2017: x) sees ‘relatively little evidence for such reshoring. 
In a forward-looking view, Baldwin (2016: 283) even argues that the future of 
globalization allows people from LICs ‘to offer their labor services in advanced 
economies without actually being there’ and that the negative impact on jobs in de- 
veloped, rather than developing, countries ‘could be shocking: He argues that the 
costs of ICT and of international trade will continue to fall, enabling communica- 
tion and face-to-face interaction across a distance, and thus fostering tele-presence 
and tele-robotics. Further drops in separation costs will mean that offshoring in 
international production networks continues rather than coming to a halt, with 
rising wages in developing countries only acting as a mild counterforce, if we are 
to believe Baldwin’s account. 

Baldwin thus expects the global division of labour to deepen, rather than GVCs 
to disintegrate, and he sees East Africa among the main beneficiaries. If the ‘GVC 
revolution continues, developing nations beyond the Asian tigers ‘could join the 
rapid-industrialization parade (Baldwin 2016). In his most recent book, Baldwin 
follows this argument, positing that global tele-migration and ‘remote intelligence’ 
will disrupt labour markets in favour of low-skilled work in the Global South (one 
could call that the “Mechanical Turk Model’). Rather than a collapse of low-cost 
arbitration, Baldwin (2019) sees the future trade of developing countries based 
on qualitative specialization and fractionalization akin to intra-European Union 
trade today. One could contend that Baldwins account seems to best fit ICT-driven 
business process outsourcing (e.g. call centres in the Philippines), which consti- 
tutes a minor part of overall GVC trade in terms of value added. There are also 
various barriers to globally scaling up this kind of tradable services, among them 
being language. 


° In a public lecture on “Technology and Utopia given by Skidelsky on 12 June 2019 at the Institute 
for Advanced Studies, Vienna. 
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Empirically, there is some evidence to suggest that automation technologies 
could benefit developing countries. Banga (2019) argues for India that man- 
ufacturing firms, by expanding their digital capabilities, managed to upgrade 
their product portfolio, making it more sophisticated and thus more internation- 
ally competitive. Hallward-Driemeier and Nayyar (2019) find that robotization 
in HICs has generally been associated with growing green-field foreign direct 
investment (FDI) to developing countries. Artuc et al. (2018) argue, based on a 
task-based Ricardian model that an increase in the adoption of robots in HICs 
leads to a rise of imports in intermediate goods from developing countries and a 
rise of exports of manufactured final goods to developing countries. The robots, in 
their model, are deployed in the Global North due to higher labour costs there— 
initially depressing labour demand and wages in this region and thus making 
Northern producers more competitive. This technology-driven structural change 
continues until all labour has moved into sectors where automation is difficult, 
and the North has reached a frontier in the feasibility of further robotization. The 
effect is then reversed, and wages start bouncing back. For the South, Artuc et al. 
(2018) predict moderate gains in real wages and welfare as consumer prices of final 
goods drop and demand for exports from developing country rises. 

The model of Artuc et al. (2018) is, arguably, based on optimistic assumptions. 
First, the ‘initial’ slump in real wages is significant and will only be offset in the long 
run (when, as Keynes’ saying goes, ‘we are all dead’). In the meantime, the politi- 
cal fallout from continued wage stagnation, rapid creative destruction, and labour 
displacement could be significant (see Frey 2019). While real wages in the South 
do improve somewhat, they will be outpaced at a later point by wage growth in the 
North, if the model holds true. We would then experience a drop in developing- 
country real wages at a point where further drops in robot costs may be ever harder 
to achieve (consider also that robots themselves are final products manufactured 
in HICs and thus their cost is not exogenous). 

Second, is this kind of trade specialization favourable to the South? As was 
pointed out, sectors do not matter from a neoclassical point of view. Surely, 
though, a pattern whereby developing countries import disproportionately larger 
amounts of final goods while exporting a somewhat larger quantity of raw ma- 
terials or intermediate goods, will worsen the terms of trade. Artuc et al. (2018) 
view developing countries as providers of intermediate goods, but that assumption 
might be questionable. The key development challenge of today’s developing coun- 
tries is that they import large amounts of intermediate goods (refined/processed 
commodities, high value-added components etc.) and then export final goods after 
only low-value-added assembly. This GVC structure harms developing countries’ 
terms of trade. Introducing automation here will then lead to advanced coun- 
tries continuing to produce intermediate goods, but they will now increasingly 
assemble them onshore (i.e. consuming intermediate goods domestically). There- 
fore, advanced countries will end up exporting final goods, but unlike developing 
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countries of today, with large domestic value added. In this case, the developing 
countries will end up specializing in raw materials. 

Even if developing countries do provide intermediate goods, a world in which 
a set of economic ‘centres’ are running robotized industrial clusters that add large 
economic value while developing-country ‘peripheries’ provide the material in- 
puts, may raise new questions of structural dependency. More than thirty years 
ago, Ernst (1985) warned that automation technologies in electronics manufactur- 
ing would likely only penetrate ‘into a very select group of Third World industrial 
growth poles’ and would be ‘largely controlled by the OECD-based multinationals. 
He advocated appropriate ‘countervailing strategies’ by governments of LDCs. 

Third, Artuc et al. (2018) predict that the adoption of robots will depress labour 
demand mainly in the North. In a GVC world, however, robots in the North 
compete with low-skilled labour downstream in the South—notwithstanding this 
labour being cheap. The sheer potential of automation could thus act as an in- 
creasingly forceful break on developing-country wage growth. It is questionable 
whether an increase in the demand for primary and intermediate goods by the 
North will create labour demand (and thus broadly shared wage gains) in develop- 
ing countries, given that extractive and heavy industries as well as manufacturing 
and assembly of intermediate goods are becoming ever less labour-intensive. Fi- 
nally, there seems to be some evidence of a premature spread of automation 
technologies into developing economies via leapfrogging, likely facilitated by tech- 
nological subsidies and the public-good nature of technology. The spread of 
automated payment systems in the South, for instance, is hardly reflective of rela- 
tive labour costs (see Section 4). It may mean that workers in developing countries 
will be increasingly competing against machines at lower levels of development 
than used to be the case for workers in the North. 

A more pessimistic view is taken by Rodrik (2018: 14) who argues that ‘new 
technologies present a double whammy to low-income countries’: first, they are 
biased towards high skills and thus reduce the low-cost and low-skill labour ad- 
vantage of developing countries; second, developing countries are integrated into 
GVCs, which make it harder to compete via a low-skill advantage. Rodrik ar- 
gues that, on balance, the disadvantages offset the advantages for developing 
economies. Caraballo and Jiang (2016) find empirically that there is a ‘value-added 
erosion for countries getting integrated into the lower-stream parts of GVCs, 
while high value-adding activities are completed by foreign-led firms upstream 
in the GVC. Further, in a later empirical paper, Artuc et al. (2019) find that robo- 
tization in the United States lowers growth in exports from Mexico to the United 
States, challenging the somewhat more optimistic modelled predictions of Artuc 
et al. (2018). Empirically, Guerriero (2019) also finds a global trend for the labour 
share of income to have fallen since the mid-1980s—a trend, which has been asso- 
ciated with automation (IMF 2017: 121f.; Schwellnus et al. 2018). Taken together, 
such findings seem to spell some trouble for the future of structural change. 
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If the automation sceptics are proven correct, the future of structural change 
will bring about policy challenges around global economic distribution: The ‘de- 
veloper’s dilemma (Sumner 2017, 2018) of promoting structural transformation 
while sharing economic benefits widely could become harder. While industrial 
mass employment had guaranteed a decline in inequality with economic matu- 
rity, as per Kuznets's (1955) famous curve, this trajectory is doubtful in an age of 
concentrated capital-intensification and widespread declines in the labour share. 
On top of ‘value-added erosion’ of the previous globalization period, we may 
find ‘value-added absorption’ as multinational companies ‘take back’ the activi- 
ties currently conducted by developing countries at the middle part of the GVC 
smile curve with the help of automation technologies. The policy-prescriptive 
literature in international development has been foregrounding measures such 
as ‘upskilling’ of developing countries’ labour forces or Danish-style ‘flexicurity’ 
(World Bank 2009; World Economic Forum 2017; Baldwin 2019). These measures 
are largely borrowed from HIC contexts and it remains questionable whether they 
can be transferred to developing countries, where high-quality tertiary education 
is typically rare and social safety nets are rudimentary. Technological catch-up also 
tends to be faster than convergence in social and educational policy—the tensions 
created by this configuration will remain a challenge for future structural policy. 


5. A glimpse of the future: South-East Asia between 
technological catch-up and ‘automation creep’ 


South-East Asia is a region which exemplifies, in a nutshell, several broader trends 
and challenges of structural change during late industrialization/early deindus- 
trialization. The region comprises a number of populous semi-industrializing 
MICs which are integrated into GVCs, are fairly vulnerable to automation, face 
a much-debated ‘middle-income trap, and have adopted a path of unequaliz- 
ing tertiarization. The following section briefly describes the structural context 
of this region and then discusses a new trajectory of structural change, so- 
called leapfrogging, which is likely to become salient in the wider developing 
world. 

To begin with, the movement of labour across economic sectors in South-East 
Asia has followed a similar pattern, as outlined in section 3. Throughout the past 
twenty years, employment in agriculture has generally contracted while it has ex- 
panded in the service sector. Industrial employment shows a more chequered 
pattern, with most countries still increasing their employment but some—the 
richer ones: Malaysia, Singapore, Brunei—on the declining slope of employment. 
The available country-comparable data suggests that Malaysia reached the ‘Clark 
turning point’ of industrial employment transitioning into decline in the late 
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1990s; Brunei likely in the early 1990s; and Singapore's turning lies further back in 
the past. The remaining region is still on the upwards slope of job industrialization. 

Singapore had the region’s highest level of service-sector employment at 83 
per cent in 2018, surpassing even US and UK peak levels. Consequently, the share 
of work considered in current estimates to be susceptible to robotization is the low- 
est in the region (see Schlog] 2020 for a depiction of the share of the automatable 
labour force in South-East Asia vis-a-vis the level of development). According to 
McKinsey (2017), as much as half of the labour force in countries like Malaysia and 
Indonesia is, in principle, automatable using existing technology. Similar estimates 
by the World Bank (2016, n.d.) estimates are even more pessimistic. 

With the exception of Singapore, South-East Asia has relatively large popula- 
tions in low-skilled manual occupations like agriculture, leaving much potential 
for robotization in the future. In line with this, the productivity gap, measured as 
output per worker in constant purchasing power parity (PPP)-adjusted dollars, of 
Association of Southeast Asian Nations (ASEAN) countries with OECD countries 
is still wide (World Bank n.d.). Notwithstanding continuous increases in produc- 
tivity since the 1990s, the region has only converged by a few percentage points 
since the beginning of the 1990s, despite the dent in OECD output left by the 2008 
Great Recession. 

High automatability thus reflects a low degree of robotization on a per capita 
basis in South-East Asia. This would chime with a thesis that developing coun- 
tries, including in South-East Asia, are ‘under-robotized, which is, for instance, 
argued in UNCTAD (2017). From this perspective, robotization, paired with skills 
upgrading and employment tertiarization—technologically displaced agricultural 
and industrial labour moving into the service sector—will push countries up the 
productivity and development ladder (see Schlog] 2020 for a depiction of the inci- 
dence of industrial robots by level of human development based on UNDP (2020) 
and IFR (2018). The relationship of these variables follows a logarithmic function). 
Robotization would be especially pressing in the tradable sectors, where countries 
face international price competition. 

‘Under-robotizatiom is thus one way of interpreting the challenge of economic 
development in the age of automation. There are a few caveats. First, consider- 
ing that Singapore has the world’s second highest density of installed industrial 
robots per employee in the manufacturing sector, according to the International 
Federation of Robotics (IFR 2018), McKinsey’s estimate of almost one-half of the 
labour force being technologically replaceable by existing technology is concern- 
ing. Even a country with superior technological upgrading faces the ‘robot reserve 
army. Second, while developing countries are under-robotized both on a per capita 
and GDP per capita level, the growth in robot density adjusted for wages is high 
in developing countries (Atkinson 2018). The region is thus on a path towards 
catch-up with automation. 

Third, even if the ‘direct’ effects of robotization in developing countries, which 
UNCTAD (2017) refers to, may so far be negligible, indirect effects could well 
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be significant. Among such indirect effects, the aforementioned phenomenon of 
reshoring would only be the most extreme case. Less extreme would be the mere 
potential, or threat, of reshoring—or offshoring into new robotized tech clus- 
ters located elsewhere—putting a brake on wage growth in the tradable sector of 
developing countries. Robots installed in countries with high labour costs are com- 
peting with workers elsewhere and thus have spill-over effects to countries with 
low robot density nonetheless, even if offshored activities are not actually reshored. 
Fourth, we are witnessing the adoption of cutting-edge labour-saving technology 
across South-East Asia even in non-tradable sectors, including the service sector. 
There is a new form of ‘automation creep’ beyond the expectable area of trad- 
able industrial production, which is deserving of much greater scholarly attention. 
This form of ‘automation creep’ could potentially threaten the labour absorption 
capacity of the non-tradable sectors, which are driving structural transformation 
in countries experiencing slow industrialization or stuck in the low-value-adding 
section of GVCs. 

Consider the recent spread of automatic tolling systems in a number of South 
and South-East Asian countries, including Thailand, Malaysia, the Philippines, 
Singapore, and Indonesia. Tollbooth operation (i.e. the handling and checking 
of toll payment on toll roads) is a prototypical example of the labour-intensive, 
manually repetitive, and low-skilled professions which tend to be at high risk of 
technological disruption. The spread of technologies such as electronic payment 
systems, ‘smart cards, and near-field communication, object detection sensors, 
and automatic boom barriers will continue to make human workers in this sector 
redundant. 

Indonesia is one example where an automated tollbooth system was recently 
rolled out on a nationwide scale. The state-owned toll road service provider Jasa 
Marga introduced an e-payment system with contactless charge cards in 2017. 
While formerly each toll gate had required five employees working in shifts to en- 
sure that vehicles had paid the road toll, the cashless system now runs essentially 
without human operators. On the upside, this speeds up the transaction process 
and reduces traffic congestion in a country plagued by traffic jams. However, it has 
placed a question over 20,000 jobs, according to media reports, coinciding with an 
announcement by the Indonesian Minister of Finance at the annual meeting of the 
International Monetary Fund and the World Bank that automation might create a 
case for a future universal basic income in Indonesia. There have been no reports 
of mass lay-offs in Indonesia so far, albeit these could unfold in a gradual manner 
over time or take the form of a reduced intake of new employees in the future. In 
a detailed investor report on Jasa Marga, the Korean consulting firm Mirae Asset 
(2018) argued that the new e-toll system was ‘needed to suppress rising personnel 
expenses’ in the company and would lead to reduced recruitment in the future. 
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What is the reason for this ‘runaway’ automation in non-tradable sectors in 
South-East Asia? First, it could be the result of a deliberate development strat- 
egy. Cost competition does not end at the doors of a factory hall, where goods 
for international supply chains are produced. For instance, workers commute to 
factories and, if an e-toll system reduces transport costs and time, such cost reduc- 
tions will indirectly lower the cost of labour and thus of factory production. The 
same would hold for other domains like public infrastructure, food, housing, and 
so on. The wider domestic economy is thus not insulated from international trade 
(as OECD countries know well from debates about the feasibility of the welfare 
state under conditions of global competition). The fact that in Indonesia it was 
the government which mandated cashless toll road transactions in 2017 (Mirae 
Asset 2018) would speak for the thesis that this is a part of an orchestrated de- 
velopmental strategy. Atkinson (2018), who puzzles over why South-East Asia is 
ahead of other countries in terms of the growth in robot density, also cites ‘national 
goals and strategies’ and ‘proactive tax policies’ alongside a pro-robot ‘culture. 
Technological adoption is also actively promoted through international norms, 
for example, UN organizations pushing and subsidizing digitization, ‘smart cities, 
and technological upgrading. 

Second, technological leapfrogging of this kind could be due to the global public- 
good nature of technology. This view would hold that the spread of technology is 
hard to contain, whether or not macroeconomic benefits prevail. Even if contact- 
less pay cards were not developed for use in toll gates in Indonesia, but rather 
for telephone and ATM cards in high-wage Europe, in line with the notion of 
‘directed technological change, such technology is today available for worldwide 
commercial adoption at falling costs. For instance, the fast-food chain McDonald’s 
is currently rolling out its self-service kiosk system to countries in South-East Asia. 
Comin and Mestieri (2018) show that the lags in technological adoption between 
poor and rich countries have converged over time. Technological innovation re- 
ceives substantial public subsidies in HICs in the form of higher education finance 
and R&D incentives, among other policies. Adding to that weak labour organiza- 
tion in the Global South, adoption of such labour-displacing technology might 
paradoxically be easier in countries where labour costs would otherwise provide a 
much smaller incentive for robotization.® Technological ‘leapfrogging’ of this kind 
presents a double-edged sword: rather than high labour costs incentivizing the de- 
velopment and adoption of labour-saving technology, developing countries adopt 
these technologies at comparatively low wage levels. 

Service automation in developing countries suggests that the future of struc- 
tural and technological change raises questions about the ideal sequencing of 
economic development and the right timing of technology transfer from advanced 


° For instance, Cheng et al. (2019: 84) argue that in China the ‘lack of strong and independent unions 
may partly contribute to their tolerance of robot adoption. 
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nations. Further, it also raises questions about the social policy context in which 
the developer’s dilemma is to be managed going forward. 


6. Conclusion 


This chapter discussed the future of structural change with a focus on new 
constellations of maturity and prematurity in technological and economic de- 
velopment. It sketched potential trajectories of catch-up structural change along 
the dimensions of early or late technology adoption and early or late economic 
development. 

Going forward, a key configuration is that of ‘early adoption during late devel- 
opment. Advocates of this path speak of ‘leapfrogging’ and argue that skipping 
steps along the path to technological maturity constitutes, using the words of 
Gerschenkron (1951), an ‘advantage of backwardness: Critics contend that the 
adoption of technology developed in and for HICs may not always be advanta- 
geous in other places, notably in the absence of relevant complementarities. To 
illustrate this idea, the chapter introduced the notion of ‘technology leap’ versus 
‘technology creep: It then analysed examples and reviewed assessments of new de- 
velopment constellations of particular relevance for the future of structural change: 
the changing composition of employment and value added, the changing land- 
scape of global trade in an age of automation, and technological upgrading in 
services. 

Extrapolating historical trends, a continued increase of service-sector work at 
the expense of both industrial and agricultural work is likely to unfold in the 
medium term. In historical comparison, country-level shares of industrial employ- 
ment appear to be increasingly detached from the level of economic development 
of a country. A conceptual blurring, or ‘hybridization, of economic sectors is tak- 
ing place as mass agriculture, the service industry, and the skilled manufacturing 
industry begin to share structural similarities of tradability, economies of scale, or 
capital intensity, among others. 

Whether automation and digitization pose a threat to developing countries 
in a GVC world is debated with arguments and evidence brought forward on 
both sides. The chapter argued that tensions about terms-of-trade deterioration 
and structural dependency might resurface in a situation in which a developing- 
country periphery provides simple inputs to highly robotized industrial clusters. 
In a similar vein, there are voices of concern about new forms of technological 
domination (e.g. Kwet 2019). The chapter discussed the notion that developing 
countries are ‘under-robotized’ and presented evidence pro and contra this view. 

To exemplify challenges around leapfrogging, the chapter then explored the 
case of automation in late-industrializing South-East Asia. Despite regional het- 
erogeneity, the region broadly fits the global picture of structural change but also 
provides examples of technological upgrading that are likely to become salient 
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across the middle-income developing world going forward. The available country- 
comparable data suggests that the richest countries in this region have reached the 
‘Clark turning point’ of industrial employment going into decline while the rest 
of the region is still on the upwards slope of industrialization. Automation is pro- 
gressing, somewhat paradoxically, in non-tradable sectors like transport. Along 
with the worries of premature deindustrialization, the next challenge of structural 
transformation in middle-income regions like South-East Asia could be automa- 
tion in routine services, currently a refuge of human comparative advantage over 
machines. 

While a changing global division of labour in the age of automation thus raises 
questions about structural dependency, leapfrogging raises questions about the 
optimal sequencing of economic development. 


References 


Alonso-Soto, D. (2020). “Technology and the Future of Work in Emerging Economies: 
What is Different?” OECD Social, Employment and Migration Working Papers 236. 
Paris: OECD, https://www.oecd-ilibrary.org/social-issues-migration-health/oecd- 
social-employment-and-migration-working-papers_1815199x (accessed 1 Febru- 
ary 2020). 

Artuc, E., P. Bastos, and B. Rijkers (2018). ‘Robots, Tasks and Trade. Policy Research 
Working Paper 8674. Washington, DC: World Bank. 

Artuc, E., L. Christiaensen, and H. Winkler (2019). ‘Does Automation in Rich Coun- 
tries Hurt Developing Ones? Evidence from the U.S. and Mexico. doi: https://doi. 
org/10.1596/31425. 

Atkinson, R.D. (2018). Which Nations Really Lead in Industrial Robot Adoption? 
Washington, DC: Information Technology & Innovation Foundation. 

Autor, D.H. (2015). “Why Are There Still So Many Jobs? The History and Future of 
Workplace Automation, Journal of Economic Perspectives, 29(3): 3-30. doi: https:// 
doi.org/10.1257/jep.29.3.3. 

Autor, D.H., and D. Dorn (2013). “The Growth of Low-Skill Service Jobs and the Po- 
larization of the US Labor Market} American Economic Review, 103(5): 1553-1597. 
doi: https://doi.org/10.1257/aer.103.5.1553. 

Autor, D.H., F. Levy, and R.J. Murnane (2003). “The Skill Content of Recent Techno- 
logical Change: An Empirical Exploration, Quarterly Journal of Economics, 118(4): 
1279-1333. doi: https://doi.org/10.1162/003355303322552801. 

Avent, R. (2017). The Wealth of Humans: Work and Its Absence in the Twenty-First 
Century. London: Penguin Random House. 

Baldwin, R. (2016). The Great Convergence: Information Technology and the New 
Globalization. Cambridge and London: Belknap Press. 

Baldwin, R. (2019). The Globotics Upheaval: Globalization, Robotics, and the Future of 
Work. New York: Oxford University Press. 

Banga, K. (2019). Digital Technologies and “Value” Capture in Global Value Chains 
Empirical Evidence from Indian Manufacturing Firms. WIDER Working Paper 
2019/43. Helsinki: UNU-WIDER. 


272 LEAPFROGGING INTO THE UNKNOWN 


Brynjolfsson, E., and A. McAfee, A. (2014). The Second Machine Age: Work, Progress, 
and Prosperity in a Time of Brilliant Technologies. New York, NY and London: W.W. 
Norton & Company. 

Caraballo, J.G., and X. Jiang (2016). “Value-Added Erosion in Global Value Chains: An 
Empirical Assessment, Journal of Economic Issues, 50(1): 288-296. 

Chang, H., and A. Andreoni (2020). ‘Industrial Policy in the 21st Century, Develop- 
ment and Change, 1-28. doi: https://doi.org/10.1111/dech.12570. 

Cheng, H., R. Jia, D. Li, and H. Li (2019). “The Rise of Robots in China, Journal of 
Economic Perspectives, 33(2): 71-88. doi: https://doi.org/10.1257/jep.33.2.71. 

Clark, C. (1940). The Conditions of Economic Progress. London: MacMillan & Co. 
Comin, D., and M. Mestieri (2018). ‘If Technology Has Arrived Everywhere, Why Has 
Income Diverged?’, American Economic Journal: Macroeconomics, 10(3): 137-178. 
Ernst, D. (1985). ‘Automation and the Worldwide Restructuring of the Electronics In- 
dustry: Strategic Implications for Developing Countries, World Development, 13(3): 

333-352. doi: https://doi.org/10.1016/0305-750X(85)90134-2. 

Frey, C.B. (2019). The Technology Trap: Capital, Labor, and Power in the Age of 
Automation. Princeton, NJ and Oxford: Princeton University Press. 

Frey, C.B., and M.A. Osborne (2013). “The Future of Employment: How Susceptible Are 
Jobs to Computerisation? Technological Forecasting and Social Change, 114: 254- 
280. doi: https://doi.org/10.1016/j.techfore.2016.08.019. 

Gerschenkron, A. (1951). Economic Backwardness in Historical Perspective. Cam- 
bridge, MA: Belknap Press. 

Gollin, D. (2018). ‘Structural Transformation and Growth without Industrialisation. 
Background Paper 2. Oxford: Pathways for Prosperity Commission. 

Goos, M., and A. Manning (2007). ‘Lousy and Lovely Jobs: The Rising Polarization of 
Work in Britain, Review of Economics and Statistics, 89(1): 118-133. doi: https://doi. 
org/10.1162/rest.89.1.118. 

Guerriero, M. (2019). “The Labour Share of Income around the World: Evidence from a 
Panel Dataset. ADBI Working Paper 920.Tokyo: Asian Development Bank Institute. 

Hallward-Driemeier, M., and G. Nayyar (2019). ‘Have Robots Grounded the Flying 
Geese?: Evidence from Greenfield FDI in Manufacturing: Policy Research Working 
Paper 9097. Washington, DC: World Bank. 

Haraguchi, N., C.F.C. Cheng, and E. Smeets (2017). “The Importance of Manufacturing 
in Economic Development: Has This Changed? World Development, 93: 293-315. 

Hauge, J., and H.-J. Chang (2019). “The Role of Manufacturing Versus Services in Eco- 
nomic Development. In P. Bianchi, C.R. Duran, and S. Labory (eds), Transforming 
Industrial Policy for the Digital Age. Cheltenham and Northampton: Edward Elgar. 
doi: https://doi.org/10.4337/9781788976152.00007. 

IFR (2018). Robot Density Rises Globally’? IFR Press Releases, 7 February, https:/ 
/ifr.org/ifr-press-releases/news/robot-density-rises-globally (accessed 28 February 
2020). 

IMF (2017). World Economic Outlook April 2017. Gaining Momentum? Washington, 
DC: International Monetary Fund. 

Keynes, J.M. (1933). ‘National Self-Sufficiency, The Yale Review, 22(4): 755-769. 

Kuznets, S. (1955). ‘Economic Growth and Income Inequality, American Economic 
Review, 45(1): 1-28. 

Kwet, M. (2019). ‘Digital Colonialism: US Empire and the New Imperialism in 
the Global South, Race and Class, 60(4): 3-26. doi: https://doi.org/10.1177/ 
03063968 18823172. 


LUKAS SCHLOGL 273 


Lee, K. (2019). The Art of Economic Catch-Up: Barriers, Detours and Leapfrogging 
in Innovation Systems. Cambridge, New York, Melbourne, Madrid, Cape Town, 
Singapore, Sao Paulo: Cambridge University Press. 

Lin, J.Y. (2016). “The Latecomer Advantages and Disadvantages: A New Structural Eco- 
nomics Perspective. In M. Andersson and T. Axelsson (eds), Diverse Development 
Paths and Structural Transformation in the Escape from Poverty. Oxford: Oxford 
University Press, pp. 43-67. 

Madrigal, A.C. (2017). ‘Silicon Valleys Big Three vs. Detroits Golden-Age Big 
Three, The Atlantic, 24 May, https://www.theatlantic.com/technology/archive/2017/ 
05/silicon-valley-big-three/527838/ (accessed 1 March 2020). 

Mathews, J.A. (2006). ‘Catch-Up Strategies and the Latecomer Effect in Industrial 
Development, New Political Economy, 11(3): 313-335. doi: https://doi.org/10.1080/ 
13563460600840142. 

McKinsey Global Institute (2017). “Where Machines Could Replace Humans—and 
Where They Can't (Yet). Tableau Public Dataset, https://public.tableau.com/en-us/ 
s/gallery/where-machines-could-replace-humans (accessed 1 February 2020). 

McMillan, M., D. Rodrik, and I. Verduzco-Gallo (2014). ‘Globalization, Structural 
Change, and Productivity Growth, with an Update on Africa, World Development, 
63: 11-32. doi: https://doi.org/10.1016/j-worlddev.2013.10.012. 

Merotto, D., M. Weber, and R. Aterido (2018). Pathways to Better Jobs in IDA Countries: 
Findings from Jobs Diagnostics, Jobs Series. Washington, DC: World Bank. 

Mirae Asset (2018). Jasa Marga Company Report. Seoul: Mirae Asset. 

Nayak, R., and R. Padhye (2018). Automation in Garment Manufacturing. Duxford, 
Cambridge, Kidlington: Woodhead Publishing. 

Nayyar, D. (2013). Catch Up: Developing Countries in the World Economy. Oxford: 
Oxford University Press. 

Newfarmer, R.S., J. Page, and F Tarp (2018). Industries without Smokestacks: Industri- 
alization in Africa Reconsidered. Oxford: Oxford University Press. 

Pahl, S., and M.P. Timmer (2019). ‘Do Global Value Chains Enhance Economic Up- 
grading? A Long View, Journal of Development Studies. doi: https://doi.org/10.1080/ 
00220388.2019.1702159. 

Pritchett, L. (1997). ‘Divergence, Big Time, Journal of Economic Perspectives, 11(3): 
3-17. 

Pritchett, L. (2020). “The Future of Jobs Is Facing One, Maybe Two, of the Biggest Price 
Distortions Ever, Middle East Development Journal, 12(1): 131-156. 

Rodrik, D. (2016) ‘Premature Deindustrialization, Journal of Economic Growth, 21(1): 
1-33. doi: https://doi.org/10.1007/s10887-015-9122-3. 

Rodrik, D. (2018). ‘New Technologies, Global Value Chains, and the Developing 
Economies, Background Paper 1. Oxford: Pathways for Prosperity Commission. 
Safaricom (2019). Annual Report and Financial Statements. Nairobi: Safari- 
com, https://www.safaricom.co.ke/images/Downloads/Safaricom_Annual_Report_ 

2019.pdf (accessed 1 February 2020). 

Schlogl, L. (2020). Leapfrogging into the Unknown: The Future of Structural Change 
in the Developing World. Working Paper 2020/25. UNU-WIDER: Helsinki. doi: 
https://doi.org/10.35188/UNU-WIDER/2020/782-8. 

Schlogl, L., and A. Sumner (2020). Disrupted Development and the Future of Inequality 
in the Age of Automation. Cham: Palgrave Macmillan. 


274 LEAPFROGGING INTO THE UNKNOWN 


Schwellnus, C., M. Pak, P.-A. Pionnier, and E. Crivellaro (2018). ‘Labour Share Devel- 
opments over the Past Two Decades: The Role of Technological Progress, Globalisa- 
tion and “Winner-Takes-Most’ Dynamics. Economics Department Working Papers 
1503. Paris: OECD. 

Sen, K. (2019). ‘Structural Transformation around the World: Patterns and Drivers; 
Asian Development Review, 36(2): 1-31. doi: https://doi.org/10.1162/adev_a_00130. 

Sumner, A. (2017). “The Developer’s Dilemma: The Inequality Dynamics of Structural 
Transformation and Inclusive Growth. Working Paper 1. London: Global Poverty 
and Inequality Dynamics Research Network. 

Sumner, A. (2018). Development and Distribution: Structural Change in South East 
Asia. Oxford: Oxford University Press. 

Timmer, M. P., G. De Vries, and K. De Vries (2014). ‘Growth and Patterns of Structural 
Change in Developing Countries. GGDC Research Memoranda, Groningen: GGDC, 
GD-149. 

Ugur, M., and A. Mitra (2017). “Technology Adoption and Employment in Less De- 
veloped Countries: A Mixed-Method Systematic Review, World Development, 96: 
1-18. doi: https://doi.org/10.1016/j.worlddev.2017.03.015. 

UNCTAD (2017). Trade and Development Report 2017—Beyond Austerity: Towards 
A Global New Deal. New York and Geneva: UNCTAD, http://unctad.org/en/ 
PublicationsLibrary/tdr2017_en.pdf (accessed 1 February 2020). 

UNDP (2020). ‘Human Development Index, Human Development Data, http://hdr. 
undp.org/en/composite/HDI (accessed 1 February 2020). 

Willcocks, L.P., and M. Lacity (2016). Service Automation: Robots and the Future of 
Work. Stratford: Steve Brookes Publishing. 

World Bank (n.d.). “World Development Indicators’ (data base). Washington, 
DC: World Bank. https://datacatalog.worldbank.org/dataset/world-development- 
indicators (accessed 1 January 2020). 

World Bank (2009). World Development Report: Changing Nature of Work. doi: https:/ 
/doi.org/10.1596/978-1-4648-1328-3. 

World Bank (2016). Digital Dividends, World Development Report. Washington DC: 
World Bank. doi: https://doi.org/10.1017/CBO9781107415324.004. 

World Economic Forum (2017). Impact of the Fourth Industrial Revolution on Sup- 
ply Chains. Geneva: World Economic Forum, http://www3.weforum.org/docs/ 
WEF_Impact_of_the_Fourth_Industrial_Revolution_on_Supply_Chains_.pdf (ac- 
cessed 1 February 2020). 

Yasara, M., and R.M. Rejesus (2020). ‘International Linkages, Technology Transfer, and 
the Skilled Labor Wage Share: Evidence from Plant-Level Data in Indonesia, World 
Development, 128. doi: https://doi.org/10.1016/j.worlddev.2019.104847. 


13 
The Developer’s Dilemma 
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Armida Salsiah Alisjahbana, Kunal Sen, Andy Sumner, 
and Arief Anshory Yusuf 


1 Introduction 


The United Nations University- World Institute for Development Economics Re- 
search’s (UNU-WIDERs) inaugural director—the Sri Lankan senior civil servant 
and Keynesian economist, Lal Jayawardena—was deeply committed to equity. He 
helped to create collective organizations to realize developing countries’ demands 
and acted as advisor to the Brandt Commission. As Amartya Sen summed up, 
Lal ‘wanted to build a society that would be foundationally more just’ (cited in 
Singh 2005: 1221). This book has focused on one of the challenges of building a 
foundationally more just society, specifically, the concern formulated by Simon 
Kuznets and other pioneers of development economics such as W. Arthur Lewis 
that economic development would lead to an upswing in income inequality as a 
consequence of economic dualism and the shift of labour from low-productivity to 
higher-productivity sectors. This process of structural transformation—when pro- 
duction transitions from lower-productivity to higher-productivity activities—is 
the basis of economic development in the Classical School of economic develop- 
ment associated with Kuznets, Lewis, and others. Conventionally, this has been 
understood as a transformation from predominantly agricultural production to 
mostly manufacturing and is indicated by the large-scale movement of workers 
from low-productivity to high-productivity sectors of the economy. 

While this process is crucial to generating sufficient wealth to improve human 
well-being, Kuznets and Lewis presumed that it would also lead to upward pressure 
on inequality, at least in the short term, because economic development processes 
start unevenly. Some areas and people benefit before others. This implies that gov- 
ernment policies are essential to counteract upward pressure on inequality and 
spread the benefits of development wider, from dynamic, modern activities to 
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other sectors of the economy. To echo Lewis, this means ‘trickle-along’ rather than 
trickle-down. 

This tension between building a productive economy and the unequal distri- 
bution of the benefits in the earlier days is what we have called ‘the developer's 
dilemma in this book. We have focused on a set of questions. Specifically, at the 
outset we asked: 


1. What are the types of structural transformation (ST) that have been experi- 
enced by developing countries? 

2. What are the inequality dynamics that accompany each type of ST? 

3. Which policies have been enacted to manage the tension between ST and 
income inequality? 


The key findings from this project’s multi-country examination of development 
trajectories through nine in-depth country case studies led by national research 
teams are as follows. In terms of Question 1, we identified multiple pathways of 
economic development and provided a typology of varieties of ST with empirical 
cases for each one. Second, in terms of Question 2, we found that there are differing 
inequality dynamics for each variety of ST and furthermore that rising inequality 
during economic development is not inevitable. Thus, development can, indeed, 
be inclusive in principle. Finally, in terms of Question 3, we conclude, based on 
our findings, that broad-based economic development requires public policies to 
address any upward pressure on inequality. This is exactly what Kuznets argued 
in his seminal paper, yet this has been mostly lost due to the excessive focus on 
the infamous, inverted-U curve (see Kanbur 2019). Public policies are needed to 
address the divergences in income that may arise. To echo Lal’s thinking, building 
a society that is foundationally more just requires public policies to support those 
left behind. 

This concluding chapter pulls together the case studies of our book to discuss 
each of the questions above. The conclusion is structured as follows. Section 2 out- 
lines our conceptual framework. Section 3 then focuses on each of our case studies 
by region and discusses the types of ST, inequality dynamics, and policies in each 
country. Section 4 compares country episodes in order to discuss how countries 
that have managed the developer’s dilemma have done so. Section 5 concludes. 


2. Our conceptual framework 


In our introductory chapter we presented five varieties of ST: primary industri- 
alization, upgrading industrialization, advanced industrialization, stalled industri- 
alization, and secular deindustrialization drawing on the approach of Kim and 
Sumner (2019). We also outlined, in our introductory chapter, four types of 
Kuznetsian tension based on a 2 X 2 matrix of trends in income inequality (i.e. 
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stable/declining inequality or increasing) versus the strength of growth-enhancing 
ST (i.e. weak or strong). 

Each quadrant of the matrix tells a different story about the developer’s 
dilemma. If we focus on the supply of labour from low-productivity sectors and 
the demand for labour in high-productivity sectors, the drivers of ST frame the 
patterns of ST through policies, as do the modern sector’s demand for labour and 
the traditional sector’s supply of the latter. For example, if participation in specific 
global value chains (GVCs) engenders high-skills-biased or routine-biased labour 
demand in the modern sector, this will have consequences for inequality (medi- 
ated by policies). On the other hand, if participation in certain GVCs generates 
high demand for low-skilled labour in the modern sector, the consequences for 
inequality will differ (mediated by policies). 

Moreover, the resulting variety of ST will have further consequences for the 
inequality dynamics. For instance, primary industrialization can create much 
employment, particularly so for low-skilled workers in manufacturing, and thus 
potentially have an equalizing effect. On the other hand, stalled industrializa- 
tion, upgrading industrialization, and deindustrialization could imply weaker job 
growth in manufacturing and an expanding modern and/or traditional service 
sector, which may be equalizing or unequalizing, depending on policies. 

As is clear in the above, policies mediate between the drivers and varieties of 
ST, on the one hand, and their impacts on labour demand in the modern sector 
and labour supply from the traditional sector, on the other hand. Which policies 
have led to, or exacerbated, a strong Kuznetsian tension or have contributed to a 
benign one? To answer this question, we first need to clarify what we mean by ‘ST’ 
and ‘inequality’ policies. Following Lewis, ST policies are defined as those policies 
that increase the supply of and/or the demand for labour in the modern, higher- 
productivity sector. Policies to address inequality are defined as direct/indirect 
attempts to redistribute income downwards. It is important to note that there are 
(i) policies used to pursue ST, which may, as a consequence, contribute to up- 
ward or downward movements of inequality; and (ii) policies employed to address 
inequality, which may in turn weaken or strengthen ST or engender different in- 
tersectoral movements of labour. We next discuss each of the case studies by region 
in our framework. 


3. The empirical experience of developing countries 
3.1 East Asia 
What can we draw from our case studies? In East Asia, we considered In- 


donesia, China, and Thailand. Indonesia experienced upgrading industrializa- 
tion from 1975 through to 1996. Following the Asian Financial Crisis, stalled 
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industrialization set in, with both manufacturing value-added and employment 
shares declining between 1999 and the 2010s, while the service sector shares ex- 
panded rapidly. The period from the mid-1960s to the mid-1970s and the period 
1999-2012 were periods characterized by a weak (adverse) Kutznetsian tension 
and inequality rose alongside weak, growth-enhancing ST. In contrast, the period 
of 1975-1996 was one of a weak (benign) Kuznetsian tension, where there was 
strong growth-enhancing ST alongside stable inequality. While it is yet too early 
to identify a definite trend since the mid-2010s, industrialization appears to be 
struggling to accelerate, although the trend of increasing inequality seems to have 
stopped. 

How about policies for ST? During the second half of the 1960s, the Indonesian 
government’s main focus was to stabilize the economic conditions, rather than to 
actively search for methods to stimulate ST. Subsequently, between 1975 and 1985, 
import substitution policies were implemented to promote ST. The government 
used oil revenues and adopted protectionist measures to foster capital-intensive 
industries. Between 1985 and 1996, highly favourable exchange rate movements 
(due to the Plaza Accord) and economic liberalization was pursued, and export- 
orientated policies were implemented. Foreign direct investments (FDI) flowed 
into labour-intensive manufacturing sectors. While the whole of the second pe- 
riod between the mid-1970s and the mid- 1990s was characterized by largely stable 
inequality, it is important to highlight that the expansion of the manufacturing 
employment share was more significant from 1985 to 1995. During the following 
period, 1999-2010s, efforts to invigorate ST were limited. Since the mid-2010s, 
the government has been strengthening its role to stimulate ST with a particular 
focus on infrastructure development. 

How did Indonesia approach policies to address inequality? The Indonesian 
government used policies on rural development, education provision, and pro- 
poor spending to reduce poverty and address inequality between the 1970s and 
the 1990s. The concurrent implementation of these policies and the policies to 
promote ST led to a sustainable expansion of high-productivity activities. After 
the Asian Financial Crisis, poverty continued to decline, yet inequality increased 
significantly to the early 2010s. Social spending was constrained due to large 
fuel subsidies for most of this period, while most jobs were created in service 
sub-sectors with low productivity. From the mid-2010s, government expenditure 
on social assistance expanded notably, especially in targeted programmes, while 
regressive fuel subsidies shrank. 

Next, we turn to China. China experienced periods of upgrading industrial- 
ization between 1978-1991 and 2002-2011 and in between (1992-2001), China 
experienced advanced industrialization. ST was rapid and average incomes rose 
substantially from 1978-1991. The 1978-1985 period was one of an ambiguous 
Kuznetsian tension (KT) with steady inequality. The period from 1986-2001 was 
one of weak/adverse KT with rising inequality. And the period 2002-2011 was one 
of a strong KT with rising inequality. The third period (2002-2011), however, is 
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more associated with policies to address inequality. In the first period, many work- 
ers moved to manufacturing, though not to urban centres but to rural industrial 
sites, township and village enterprises (TVEs), which were set up by township and 
village-level governments. ST policies in this period included the abolition of the 
commune system and the establishment of the Household Responsibility System. 
The new arrangement allowed rural households to have land use rights and to 
claim residuals after paying tax. Alongside this, non-state-owned enterprises and 
TVEs flourished and expanded remarkably from the late 1980s, absorbing sur- 
plus rural labour. In terms of inequality, the government implemented nine years 
of free and compulsory schooling, in addition to relaxing the Hukou system to 
allow urban migration. In the 1990s, the policies of restructuring/privatizing state- 
owned enterprises (SOEs) began, resulting in lay-offs of workers and an expansion 
of private enterprises, as private ownership was further legalized in the late 1990s. 
From 1999 onwards, higher education was expanded. ST policy entered a new pe- 
riod in 2002 with China’s entry into the World Trade Organization (WTO). Trade 
and investment liberalization ensued, and local governments competed for for- 
eign and domestic investments by offering low tax rates and weaker labour rights. 
Concern over widening inequality led to more redistributive policies in the late 
2000s covering education, labour law (including minimum wage strengthening), 
health insurances and pensions, and a poverty eradication programme. 

Finally, we consider Thailand. Thailand experienced some industrialization be- 
tween 1981 and 1987, then upgrading industrialization during the boom period 
of 1988-1996, then weaker industrialization from 2000-2017. The pre-boom pe- 
riod 1981-1987 was shaped by rising inequality. In contrast, during 1988-1996, 
inequality was stable/declining and ST strong. The post-2000 period was one of 
falling inequality and weak ST. 

In terms of ST policies, up to 1988 the Thai government supported private- 
sector development, favouring a small group of businesses through tax exemp- 
tions, tariff protection, and subsidized credit. Import substitution further strength- 
ened financial and industrial elites and was pursued alongside export-orientated 
industrialization. There was substantial infrastructure investment in and around 
Bangkok. Key agencies of the developmental state provided the institutional 
framework. 

External conditions deteriorated due to the oil shocks of the late 1970s/early 
1980s, leading to debt-burden-induced austerity adjustment and the opening of 
the Thai economy through deregulation. The late 1980s to the mid-1990s saw large 
FDI inflows and an FDI-led export boom following the currency devaluation and 
the introduction of FDI-attracting incentives. To support export industries, export 
processing zones with relaxed labour laws were established, tax incentives applied, 
and infrastructure rolled out. A series of financial sector reforms was enacted, 
including the opening of the Bangkok International Banking Facility, which stim- 
ulated the capital market and supported Thai firms in borrowing overseas. Thai 
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firms borrowed heavily, and often short-term, unhedged, and unregulated, and 
large capital inflows ensued. This led to stock market and real estate bubbles and 
a currency appreciation. The Asian Financial Crisis hit hard in Thailand. A severe 
IMF austerity package commenced in 1997. This, in part, led to the emergence of 
populist-nationalist politics and protectionist measures for domestic capital, and 
populism following elections and the introduction of an industrial policy based on 
tax incentives linked to output targets and local content requirements, as well as 
on cheap credit in a small set of strategic sectors (automobiles, computers, textiles, 
food, and tourism). 

In terms of inequality policies, there were rice price interventions. These can be 
characterized as taxation, at declining rates until 1986 and rising subsidies through 
input (not output) subsidies until the early 2000s and then an overt period of overt 
output subsidies (the ‘rice-pledging’ scheme) during almost all of the period 2001- 
2014. After the military coup in 2014, the output price subsidies were removed but 
the input subsidies continued. In short, the story is a steady movement from taxing 
to subsidizing the rice sector. 

The government helped smallholders to develop alternatives in cassava, chicken, 
fruit, and vegetables. Thailand also introduced the Tambon rural development 
programme. The welfare components of this programme focused on agriculture 
and rural areas, aiming to ensure cheap staple foodstuffs. Redistributive policies 
were introduced alongside economic nationalism in the 2000s, enacting a rural up- 
lift programme based on debt relief, spending programmes, and most significantly 
a universal health insurance scheme. The basis of funding in general taxation made 
it highly redistributive given out-of-pocket costs for health care for much of the 
population prior to its introduction. 


3.2 South Asia 


In South Asia our case studies were India and Bangladesh. India experienced ad- 
vanced industrialization from 1960 to 1980, though limited in magnitude, and 
then primary industrialization from 1980-2010. The first period was one of an 
ambiguous KT with steady inequality. The second period was one of a strong 
KT with rising inequality. Policies aiming to promote ST between 1960 and 1980 
relied on industrialization through massive investment in the public sector, im- 
port controls, and import substitution. However, these policies largely failed to 
spur ST. Between 1980 and 2010, ST was pursued via trade reforms and indus- 
trial delicensing. While these policies led to an increase in the manufacturing 
employment share, they did not cause a sustained increase in the manufacturing 
value-added share, thus contributing to primary industrialization. This period was 
characterized by tertiarization, with strong growth in construction and informa- 
tion technology. Inequality increased between 1980 and 2010, which could be an 
indirect consequence of the movement of labour from agriculture to services. 


ARMIDA SALSIAH ALISJAHBANA, ETAL. 281 


India implemented several policies to address inequality in the first period of 
ST. These included a licensing regime for the industrial sector, and small-scale in- 
dustry reservation, anti-poverty programmes, expansion of rural infrastructure, 
social banking, and provision of food at subsidised prices. Indirectly, these policies 
might have had an adverse impact on growth-enhancing ST, as public expenditure 
was mostly focused on consumption, rather than investment. In the second period, 
there was no explicit focus on redistributive policies except for the National Ru- 
ral Employment Guarantee Act in the second part of the 2000s, which guaranteed 
employment to poor rural workers. 

In contrast, Bangladesh experienced advanced industrialization from 1991- 
2000 and then two periods of upgrading industrialization from 2001-2010 and 
2011-2018, with the second period leading to stronger growth in the share of 
manufacturing employment than the first period. The first period was one of 
a weak/adverse KT with rising inequality. The second and third period were 
both periods of a strong KT with rising inequality alongside strong, growth 
enhancing ST. 

Policies used to promote ST included rapid trade liberalization since 1991, along 
with policies to attract FDI. This led to an increase in ready-made garments (RMG) 
exports, which contributed to a very high share of manufacturing exports in total 
exports (above 90 per cent) and an increase in manufacturing employment and 
value added. The growth of the RMG sector was the primary reason behind up- 
grading industrialization since 2001. Given that the RMG sector is characterized 
by low-skilled labour, low wages, poor working conditions, and a relaxed execu- 
tion of labour laws, the ST policies may have contributed to higher inequality since 
1991 and since 2001. 

Bangladesh has not implemented policies to directly reduce inequality in any 
significant manner. Social protection is minimal, with Bangladesh spending less 
than 2 per cent of its GDP on social protection. Inequality may have been indirectly 
impacted by significant human capital accumulation, as there has been a large in- 
crease in gross enrolment in primary education among both males and females. 
However, the NGO provision of schooling also made important contributions to 
the accumulation of human capital as the government policies on the provision of 
primary education remained rather inadequate. 


3.3 Sub-Saharan Africa 


In sub-Saharan Africa, we considered Ghana and South Africa. Ghana expe- 
rienced stalled industrialization in general, or stalled primary industrialization 
specifically, for much of the period under study. All three periods were of 
weak/adverse KT with rising inequality. Policies in the first period of ST were 
socialist in nature, with strict control of the private sector. It was also a period 
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of political instability with frequent changes of government and military coups. 
During the second period, from 1983 onwards, economic reforms were imple- 
mented, including trade liberalization, privatization of SOEs, policies to attract 
FDI, tax reforms, and a shift from import-substitution industrialization (ISI) to an 
export-led industrialization strategy. The third period saw a watershed moment 
in Ghana's industrialization agenda as a result of the discovery and production of 
oil in commercial quantities. 

In the early 2010s, the government pursued the Ghana Shared Growth and De- 
velopment Agenda (GSGDA J), which coincided with the beginning of the oil 
production. In addition to ensuring continued macroeconomic stability and en- 
hancing the competitiveness of the private sector, GSGDA I aimed at changing 
the structure of the economy to favour the services and industrial sectors. The 
specific strategies under GSGDA I included the development of infrastructure, as 
well as petrochemical-based industries to support oil and gas production. GSGDA 
I was succeeded by GSGDA II in 2014. GSGDA II aimed to sustain the shared 
growth while the economy continued on the path of transformation and was to 
be implemented up to 2017. The administration that took over in 2017 has em- 
phasized agricultural mechanization, productivity enhancement, and industrial 
transformation. 

In the 1980s and 1990s, the Ghanaian government received considerable ex- 
ternal financial assistance, leading to increased expenditure on education, health, 
and social protection programmes. While there was a sharp fall in poverty, in- 
equality rose during this period and continued to increase during the 2000s. One 
potential reason is that although the agricultural sector’s share in employment de- 
clined, the released labour was absorbed by the low-productivity informal sector. 
With the onset of the oil production in 2010, the policy direction of GSGDA I and 
GSGDA II was informed by the desire to make the growth process more inclu- 
sive. However, due to the capital-intensive nature of the oil and mining sector, 
growth did not translate into increased job creation, which may have contributed 
to increased inequality. 

South Africa experienced a period of upgrading industrialization between 1960 
and 1980, followed by two periods of secular deindustrialization: 1981-1993 
and 1994 onwards. In the first period, the Kuznets tension was weak/benign, as 
inequality was steady alongside strong ST. The two later periods of secular dein- 
dustrialization are both associated with rising inequality. ST was weak between 
1981 and 1993 and strong afterwards. For almost five decades (1925-1973), South 
Africa experimented with import-substitution policies to pursue ST. Around the 
same time, it also developed a ‘mineral energy complex’ that linked manufac- 
turing to available resources via various state supports, including cheap energy. 
During this period, until the 1980s, inequality was stable, though high, under 
apartheid. One of the key reasons could be the increased unionization of work- 
ers, particularly Black unions. Import-substitution policies continued until 1993, 
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but unlike in the previous period, failed to deliver strong growth. Due to weak- 
ened external competitiveness and efficiency, South Africa entered an era of poor 
growth and deindustrialization that is correlated with increasing inequality. In the 
post-apartheid era (from 1994 onwards), South Africa implemented the Industrial 
Policy Action Plan (IPAP), aiming to reindustrialize without success. Deindustri- 
alization and tertiarization persisted and inequality continued to rise towards the 
end of the 2000s. 

Among the first important initiatives to address soaring inequalities in the 
post-apartheid era was the Broad-Based Black Economic Empowerment (B- 
BBEE) programme from 2003. As a key component, it attempted to dismantle 
the White control of the South African economy. However, its outcomes re- 
main unclear. In addition, there were other active labour market policies in 
the form of a job-retraining scheme, some variants of a public employment 
scheme, and a firm-based wage subsidy intervention. While these schemes have 
seen some success, they have had limited impact on the pervasive unemploy- 
ment levels. One further, more prominent pro-poor policy has been the widen- 
ing and deepening of social security and social transfers. However, all these 
measures have not been successful in addressing the rising inequality of the 
post-apartheid era. 


3.4 Latin America 


Brazil and Chile were our case studies in Latin America. Brazil has experienced 
several different periods of ST. Brazil had upgrading industrialization between 
1950 and 1964. Two periods following this (1964-1994 and 1994-2011) were ones 
of what can be labelled non-uniform secular deindustrialization (meaning that 
there were some signs of other varieties of industrialization within the period). 
The period of 1964-1972, was one of a strong KT, as inequality rose and there was 
strong growth-enhancing ST. The period of 1973-1993 was one of weak/benign 
KT, as inequality was steady. And the period of 1994 onwards was a period of 
weak ST and declining inequality, thus the KT was ambiguous. 

Brazil implemented an import-substitution policy to promote domestic indus- 
trialization up to the 1980s. The manufacturing industry flourished and triggered 
internal migration from poorer regions in the north and north-east to the south- 
east, where most manufacturers were concentrated. During this period, productiv- 
ity growth was quite high. The Brazilian government also invested quite heavily in 
infrastructure projects in the 1960s and 1970s, which may have helped the process 
of ST in creating higher growth. However, during the same period inequality rose. 
One potential reason for this was Brazil's limited attention to developing human 
capital and its predominant focus on building physical capital. 
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Brazil’s history of economic development is marked by a decline in inequality in 
the 1990s and 2000s. This, to a large extent, is attributed to a combination of poli- 
cies, especially the acceleration of schooling, stronger social policies, and rising 
minimum wages. In 2004, Brazil introduced the Bolsa Familia, a large, conditional 
cash transfer programme. Furthermore, the minimum wage rose dramatically. 
In other words, a mix of improved social policies and progressive labour market 
policies supported inclusive growth. 

Chile experienced periods of stalled industrialization and secular deindustrial- 
ization. The period of 1960-1973 was one of a weak/benign KT. The periods of 
1973-1989 and 1990-1999 were periods or weak/adverse KT with rising inequal- 
ity. The period 2000-present was one of an ambiguous KT. Since the second half of 
the twentieth century, Chile’s economic growth has been mainly led by the labour- 
intensive yet low-productivity services sector at the expense of manufacturing. The 
latter contributed more than 30 per cent of economic growth in the early 1960s but 
only 15 per cent in the early 2010s. During the same period, absolute poverty has 
fallen sharply, yet inequality has remained high. Chile’s ST is also affected by the 
persistent dependence on the mining sector, a sector that plays only a minor role 
in the dynamics of labour re-allocation in the context of ST. From 1960 up to the 
2000s, Chile’s economy did not encounter a strong KT. Strong growth-enhancing 
ST only occurred between 1960 and 1973, a period during which inequality re- 
mained stable. During 1973-1999, Chile experienced a weak adverse KT, with 
little growth-enhancing ST but rising inequality. 

In the 1970s, post-coup, the Chilean government introduced various neoliberal 
economic reforms, including exchange rate evaluation, privatization of public en- 
terprises, opening up to international trade, and curtailment of labour unions. 
However, this did not lead to growth-enhancing ST. Rather, the share of the 
manufacturing sector remained stable, or even declined after the introduction 
of these policies. The privatization of public assets in the 1970s, 1980s, and 
some in the 1990s led to a concentration of wealth. Following these free-market- 
orientated reforms, Chile introduced so-called ‘market-orientated social policies’ 
in the 1980s, which led to the privatization of social services. The new laws allowed 
for-profit providers to operate in the education, health, housing, and pension-fund 
management sectors. 

Up to the 2000s, policies to promote inclusive growth focused on reducing 
absolute poverty, not inequality. Chile relied on aggregate economic growth 
complemented by subsidies targeted at the poor. In the early 2000s, some new 
programmes in the health sector were put in place, which provided financial re- 
sources to patients for the treatment ofa list of illnesses. In 2008, a partial reform of 
the pension system was carried out, which created minimum pensions and supple- 
mentary subsidies for people with small pensions. These reforms, however, were 
limited. 
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4. Structural transformation and income inequality: 
a comparison of country episodes 


Our cross-country analysis covers the history of economic development of nine 
countries from the 1950/60s to the 2010s. We distinguish different episodes of 
economic development for each country. We distinguish a range of different 
country episodes, each of which can classified by the variety of ST: upgrading 
industrialization, primary industrialization, secular deindustrialization, advanced 
industrialization, and stalled industrialization (Figure 13.1). We also distinguish 
a range of different country episodes that can be classified into our types of KT: 
weak/adverse, strong, ambiguous, and weak/benign (see Figure 13.2). 

In terms of the varieties of ST, we can make three conclusions. First, six of 
the nine countries studied have experienced at least one episode of upgrading 
industrialization, a period of an increase in both the share of manufacturing 
value added and employment. Three East Asian countries—Indonesia, China, 
Thailand—experienced episodes of upgrading industrialization. Bangladesh also 
experienced two episodes of upgrading industrialization. We also find that five of 
the nine countries have experienced, at some point, an episode of stalled industri- 
alization or deindustrialization. Second, we find that few countries experienced 
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Fig. 13.1 Country episodes classified by variety of structural transformation 


Source: authors illustration based on country case studies in this volume. Classification based on 
authors’ chapters. 
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Fig. 13.2 Country episodes classified by Kuznetsian tension 


Notes: (i) Classification based on authors’ chapters; (ii) strong growth-enhancing structural 
transformation is defined as more than 2 per cent GDP growth (using data from World 
Development Indicators (World Bank 2019) and authors used other criteria such as changes in 
value-added and employment shares in manufacturing along with GDP growth; (iii) Brazil 
1973-1994 does not appear in our bottom-right quadrant of this summary figure due to data 
concerns on inequality data for the 1970s noted in the Brazil chapter (notably, poor coverage of 
household surveys, missing or imputed years, high inflation, and discrepancy among nominal 
values of labour income). 

Source: authors’ illustration based on country case studies in this volume. 


primary industrialization—a period of rising employment share of the manu- 
facturing sector, and declining value-added share—or an episode of advanced 
industrialization. Third, some countries have spent some considerable length of 
time in one quadrant. For example, Chile has experienced four decades of sec- 
ular deindustrialization or stalled industrialization since the mid-1970s. South 
Africa was in the deindustrialization quadrant for more than thirty years since 
the early 1980s. In contrast, Indonesia, and Bangladesh both spent approximately 
twenty continuous years in the upgrading industrialization quadrant, Indonesia 
from 1975-1996 and Bangladesh from 2001-2018. 

If we turn to the KT (Figure 13.2), we can also make three conclusions. First, 
the political regimes are not—in our case studies—deterministic. Democracies are 
not necessarily better at managing the tension between ST and income inequality. 
Second, if we focus on the bottom-right quadrant—the desirable place to be—of 
strong ST and steady inequality, we can see an East Asian story and a Latin Ameri- 
can story. Third, we can see that there are clearly some limitations to our approach 
related to group inequality—specifically racial inequalities—that need exploring 
further in the case of South Africa. In the weak/benign KT quadrant, there is the 
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East Asian story (Indonesia 1975-1996; Thailand 1988-1996). This story is one 
of a strong policy focus on rural and agricultural development through public in- 
vestments, technology, and a focus on food prices and availability, which acted to 
constrain, to some extent, the urban-rural income divergence and thus upward 
pressure on inequality during ST. Further, there is the strong policy focus on pri- 
mary, and later secondary, education expansion, which acted to constrain, to some 
extent, the higher skilled-lower-skilled worker income divergence (in short, re- 
distributing future incomes) and upward pressure on inequality during ST. One 
could also add the clear focus on access to health evident in each period, too. In 
short, the government enacted policies which weakened any potential income di- 
vergences across urban-rural incomes and higher-skilled-lower-skilled workers. 
One can also note the large number of jobs created in manufacturing in Thailand 
and Indonesia in these periods, providing many people with higher incomes and 
an equalizing effect, given movements would likely have been from relatively less 
equal economic sectors (agriculture or traditional services). 

In the same weak/benign KT quadrant, there is also a Latin American story of 
Chile, 1960-1973. In the case of Chile, the benign outcome in the KT quadrant 
may be attributed to the strong labour union movement in the 1960s and early 
1970s (culminating in the election of the left-of-centre Popular Unity government 
of Salvador Allende in 1970), as well as the launch of agrarian reforms from the 
mid-1960s until 1973. Furthermore, there was increasing degree of universalism 
in the provision of social services through the access of the middle and working 
classes to public education, public health, housing, and social security schemes in 
this period. 

Finally, in that same quadrant is South Africa (1960-1980), which shows some 
of the limits of our approach. In that period, South Africa experienced strong ST 
with stable (albeit very high) inequality. Our focus on the Gini misses racial and 
presumably other group inequalities. 


5. Conclusion 


What would Lal Jayawardena make of our findings? Or, for that matter, Simon 
Kuznets or W. Arthur Lewis? All of them, in their own ways, were dedicated to 
identifying strategies for developing countries to build societies that are more just. 
Each would thus be surprised about the multiple variations of ST beyond the ‘tra- 
ditional’ pathway. Each would likely pick up on the fact that rising inequality 
during economic development is not inevitable and seek to bury that falsehood 
once and for all. Finally, each would remind us that they themselves had written 
about how broad-based, or inclusive, economic development requires public poli- 
cies to address any upswing in inequality and to spread the benefits of economic 
development to those people and areas left behind. In sum, to echo Lal’s approach, 
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public policies remain essential not only to building a society, but also to building 
one that is foundationally more just. 
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